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NATIONAL CREDIT UNION 
ADMINISTRATION OPERATIONS 
AND BUDGET 


Thursday, July 23, 2015 

U.S. House of Representatives, 

Subcommittee on Financial Institutions 
AND Consumer Credit, 
Committee on Financial Services, 

Washington, D.C. 

The subcommittee met, pursuant to notice, at 2:20 p.m., in room 
2128, Rayburn House Office Building, Hon. Randy Neugebauer 
[chairman of the subcommittee] presiding. 

Members present: Representatives Neugebauer, Pearce, Posey, 
Fitzpatrick, Luetkemeyer, Mulvaney, Pittenger, Barr, Rothfus, 
Guinta, Tipton, Williams; Clay, Scott, Maloney, and Sinema. 

Also present: Representatives Royce and Fincher. 

Chairman Neugebauer. The Subcommittee on Financial Institu- 
tions and Consumer Credit will come to order. 

Without objection, the Chair is authorized to declare a recess of 
the subcommittee at any time. 

Today’s hearing is entitled, “National Credit Union Administra- 
tion Operations and Budget.” Before I begin, I would like to note 
that there are several National Credit Union Administration 
(NCUA) staff members here today. And committee policy is one 
staff member per witness. This is to ensure public participation. In 
the event we have more public audience members come in, we will 
ask some of the NCUA staff to head to our overflow room upstairs. 

I would like to thank Chairman Matz for being flexible with our 
schedule. As you know, we were scheduled to have this hearing to- 
morrow. And then the leadership decided we weren’t going to be 
here tomorrow. The Chair was gracious enough to change her 
schedule. And we appreciate that. 

I am going to now recognize myself for 5 minutes for an opening 
statement. Good afternoon to the committee. Financial institutions 
are the backbone of Main Street America. Credit unions particu- 
larly share a unique relationship with communities. After all, they 
are the core of the cooperatives. They help bring unserved and un- 
derserved customers into the financial mainstream. They provide 
the first credit card for young adults trying to build credit. They 
help the first-time home buyer purchase the home they have been 
dreaming of And often they are the last corporate citizen left 
standing in many rural districts, including many areas of my own 
district. Perhaps most importantly, though, they are experts on re- 
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lationship banking, helping to customize products to fit the needs 
of their customer base. 

Unfortunately, credit unions, like community banks, are suf- 
fering from the one-size-fits-all regulatory actions of the Federal 
regulators. For example, some credit unions now undergo stress 
testing like their larger bank counterparts. Because of this in- 
creased regulatory burden and the related compliance costs, we 
have seen a massive consolidation of credit unions, and inflexible 
product standardization, which has limited some of the customer 
choices. 

Data from the National Credit Union Administration shows that 
we lost nearly 1,000 credit unions between 2010 and 2014. This 
trend presents a threat to communities across the country, espe- 
cially rural and semi-urban areas such as the 19th District of 
Texas. I worry that without some regulatory flexibility, credit 
unions will be less able to meet local needs, will stop offering prod- 
ucts, or consolidate. To me, this signals problems in the health of 
the credit union industry. 

Today’s hearing will mark the first time since 2011 that the 
NCUA Chair has testified before Congress. As with any Federal 
agency, it is imperative that we conduct vigorous oversight of budg- 
eting and operations. This ensures that the money paid into the 
system by the credit unions is being spent appropriately and that 
the taxpayers remain protected by a strong Share Insurance Fund. 
Further, it ensures rigorous debate of policy decisions made by the 
NCUA. 

NCUA has undertaken significant regulatory policy changes 
under Chair Matz’s leadership. And it is necessary to understand 
how these actions are affecting the health of the credit union sys- 
tem. Today, our Members will get to tackle both of those tasks. 
During today’s hearing, I am hopeful that Chair Matz will address 
two issues in particular. 

First, NCUA’s budget has increased each year since 2008, some- 
times in double digit percentages. However, during the same time, 
the number of credit unions has dropped by nearly a quarter. I 
hope to hear Chair Matz outline clear justifications for this budget 
increase that does not appear to be matched to other supervisory 
demands. 

Second, I am concerned that the NCUA has not appropriately 
outlined how it will address the industry’s best practice of using 
capital buffers on top of regulatory capital requirements. The 
NCUA must clearly signal how it plans to supervise this industry’s 
best practice to ensure capital is efficiently put to use and that 
there remains robust and safe credit availability for our constitu- 
ents. 

I look forward to hearing Chair Matz’s perspective on these im- 
portant issues and more during today’s hearing. Thank you. 

And now, with that, I yield to the ranking member of the sub- 
committee, Mr. Clay. 

Mr. Clay. Thank you, Mr. Chairman. 

And thank you. Chair Matz, for your testimony. And, Mr. Chair- 
man, I would like to relay something pertaining to your remarks 
about credit unions and what purpose they serve. As a young adult 
with my first job, I applied for an auto loan with my community 
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bank, where I had checking and savings accounts, and was denied 
the loan and was forced to go join the Wright Patman Credit 
Union, where I was approved for the loan, which I paid off in half 
the time. So they took a chance on me. And I am certainly going 
to take a chance on credit unions. So thank you. 

Like most banking regulators, the NCUA’s budget is derived 
from the entities that they regulate, an arrangement designed to 
insulate the Administration from political pressure. Such an ar- 
rangement should not, however, trade the pressure of the congres- 
sional appropriations process for pressure from the credit union in- 
dustry to shape their budget, an arrangement that was agency pol- 
icy from 2001 to 2008, but that undermined the Administration’s 
ability to respond to financial crises and its ability to prevent losses 
to the Share Insurance Fund. 

I look forward to a discussion that actually reflects the concerns 
that credit unions have in their day-to-day core operations, wheth- 
er they be proposals to allow them to raise supplemental capital or 
expand member business lending or other regulatory relief pro- 
posals. I look forward to hearing more about how we can work with 
the NCUA to ensure that the regulatory environment for our credit 
unions is one that allows them to thrive but that also protects 
members and the Share Insurance Fund. And thank you again for 
your testimony and your leadership. 

I yield back. 

Chairman Neugebauer. I thank the gentleman. 

And now the gentleman from New Hampshire, Mr. Guinta, is 
recognized for 1 minute. 

Mr. Guinta. Thank you very much, Mr. Chairman. 

Good afternoon. Chair Matz. 

It is a privilege and an honor to be representing the First Con- 
gressional District of New Hampshire, where the first ever credit 
union was founded in the United States. In 1908, St. Mary’s Bank 
emerged in a small town called Manchester, which is my home- 
town. Since then, Manchester has grown to be the State’s largest 
city. And surrounding the City came more credit unions and com- 
munity banks. Now there are 27 credit unions in New Hampshire, 
14 of which are in my district. 

However, community banks and credit unions have been consoli- 
dating at an alarming rate. According to the quarterly data posted 
on the NCUA’s website, credit unions have declined 52 percent 
from 1990 to now. I sit here and ask myself, why is this happening 
to our community financial institutions? Consumer choice, I think 
and hope, is something that we as Americans all value. However, 
we have seen this negative trend continue and even be enhanced, 
I think, by rigorous regulatory requirements by the Dodd-Frank 
Act. 

You, Madam Chair, called 2015 the year of regulation relief. And 
I certainly hope that is true. I look forward to working with you 
in that approach because I think the harmful regulations our finan- 
cial institutions have faced need to be addressed immediately. So 
I very much thank you for coming here today and working with us. 
And I look forward to hearing your testimony. 

I yield back the balance of my time. 

Chairman Neugebauer. I thank the gentleman. 
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The gentlewoman from Arizona, Ms. Sinema, is recognized for 1 
minute. 

Ms. Sinema. Thank you, Chairman Neugebauer and Ranking 
Member Clay, for holding this very important and timely hearing. 

As you may know. Congressman Mulvaney and I are sponsors of 
bipartisan legislation to bring greater transparency to the National 
Credit Union Administration’s budget process by requiring a public 
hearing on the budget before adoption. This legislation is simple 
and straightforward. It would require NCUA to publish a draft 
budget on an annual basis and then hold a public hearing with no- 
tice and opportunity for public comment before the NCUA Board 
makes a final determination on how funds are spent. 

As NCUA is funded almost exclusively through fees assessed on 
credit unions, we believe the public and the credit unions that are 
regulated should have an opportunity to weigh in as NCUA con- 
siders its annual budget. 

Between 2001 and 2008, NCUA held public hearings. I look for- 
ward to hearing from today’s witness about why these hearings 
have been discontinued and how the agency can improve the cur- 
rent budget process to make it more open and transparent. 

Again, thank you. Chairman Neugebauer and Ranking Member 
Clay for holding today’s hearing. 

And thank you. Chair Matz, for sharing your expert view with 
us today. 

Chairman Neugebauer. I thank the gentlewoman. 

Today, we welcome Debbie Matz, the Chair of the National Cred- 
it Union Administration. Chair Matz was nominated by President 
Barack Obama to serve as the eighth Board Chair of the National 
Credit Union Administration after confirmation by the U.S. Senate 
on August 7, 2009. She was sworn in as the Chair on August 24, 
2009. Ms. Matz served on the NCUA Board from January 2002 to 
October 2005, and is the first NCUA Board member to return for 
a second turn. She was nominated for her first term by President 
George W. Bush. As the NCUA Chair, Ms. Matz heads the inde- 
pendent agency overseeing the regulation and supervision of the 
Federal credit unions and the National Credit Union Share Insur- 
ance Fund (NCUSIF), which protects the accounts of over 6,500 
federally-insured credit unions serving more than 96 million mem- 
bers, and managing more than $1.1 trillion in assets. 

Chair Matz, we are glad to have you here. You are now recog- 
nized for 5 minutes. And without objection, your written testimony 
will be made a part of the record. 

STATEMENT OF THE HONORABLE DEBBIE MATZ, CHAIRMAN, 
NATIONAL CREDIT UNION ADMINISTRATION 

Ms. Matz. Thank you. Good afternoon. Chairman Neugebauer, 
Ranking Member Clay, and subcommittee members. Thank you for 
inviting me to appear before you. 

When I came back to NCIJA as chairman in 2009, in the wake 
of the Great Recession, the credit union system was on the brink 
of collapse. To prevent this, we developed an unprecedented mecha- 
nism to securitize $50 billion in toxic corporate credit union assets. 
Within a few months, 351 consumer credit unions, holding nearly 
$52 billion in assets, were close to failing. 
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Compounding the situation, NCUA’s budget and staffing in the 
years leading to the crisis had not kept pace with credit unions’ 
growth and increasing complexity. In fact, during the 7 years lead- 
ing up to the financial crisis, NCUA cut a total of 91 staff positions, 
even though credit union assets had increased by 73 percent. Dur- 
ing the same period, NCUA’s budget, as a percentage of credit 
union assets, declined by 35 percent. NCUA was understaffed and 
underresourced. 

We soon rectified these problems while preventing any unneces- 
sary budget and staffing growth. To efficiently manage shifting 
workloads, we reallocated existing resources wherever possible. For 
example, to provide more supervision to credit unions that pose 
greater risks to the Share Insurance Fund, we have reallocated 
exam hours away from smaller credit unions towards larger ones, 
rather than simply adding new examiners. 

The NCUA budget is developed from the bottom up each year, 
using a zero-based budgeting process. Every office in the agency 
must justify its staffing level and each expenditure. Through this 
process, we efficiently allocate resources towards priorities detailed 
in NCUA’s strategic plan. The full plan and budget details are 
posted on our website. 

NCUA leads financial institution regulators in budget trans- 
parency. Our website contains a dedicated budget resource center 
that includes annual fund audits, budget summaries and slides, of- 
fice-by-office spending plans, and a host of other budget informa- 
tion exceeding what other financial regulators disclose. 

Among my top priorities are providing transparency and commu- 
nicating effectively with all stakeholders. To this end, I have held 
18 in-person listening sessions, hosted 11 online townhall webinars, 
and crisscrossed the country speaking to and meeting with tens of 
thousands of credit union officials representing every State. This is 
one of the most important aspects of my job because I receive the 
most useful feedback when I hear from the people who actually run 
credit unions. 

I heard their comments about our exam process. I heard we 
needed to target regulations to risks. I heard our member business 
loan rule was too prescriptive. I heard we should remove the cap 
on fixed assets. I heard we needed to improve how we designate 
low-income credit unions. I heard we needed to streamline how we 
approve fields of membership. And I heard we needed to reduce 
burdens on small credit unions. 

So, I am here to tell you we listened, and we acted. We relieved 
unnecessary burdens as we have modernized our regulations. The 
NCUA Board remains committed to providing regulatory relief that 
does not compromise safety and soundness. We continue to act on 
all practical suggestions as we move toward a principles-based reg- 
ulatory framework and enhance credit union powers within our au- 
thority. 

As NCUA eases regulatory burdens and responds to emerging 
risks, our supervision budget and staff must keep pace with credit 
unions’ growth and complexity. Reports by GAO and our inspector 
general underscore this need. 

Today, key credit union system metrics have recovered to pre-cri- 
sis levels. And, notably, the percentage of assets in troubled credit 
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unions has been reduced to a manageable level, down to just 1 per- 
cent. The recovering economy is, in part, responsible for the im- 
provements in credit union performance. Credit is also due to the 
CEOs, managers, and boards who make tough choices to keep their 
credit unions solvent, as well as the NCUA staff who supervised 
credit unions under very difficult circumstances. 

We are now on the right track. Both the credit union system and 
NCUA are in remarkably better condition than when I became 
chairman. I will continue working to protect the safety and sound- 
ness of credit unions and protect the 100 million account holders 
who are federally insured by NCUA. I look forward to your ques- 
tions. 

[The prepared statement of Chairman Matz can be found on page 
32 of the appendix.] 

Chairman Neugebauer. Thank you. 

Chair Matz, the NCUA approved a budget in 2015 by a vote of 
2 to 1 of $279.4 million, an increase of 4.2 percent. Over the last 
7 years, the average increase in the budget has been about 8.49 
percent and is much — one, year I think it was 13 percent. This 
kind of contrasts dramatically from the budget, say, of the FDIC, 
which has been decreasing its operating costs for the last 5 years, 
including 3 percent for 2015. And they cut 325 positions this year. 

NCUA has reported to Congress that credit unions performed 
well during the financial crisis and continue to grow and serve 
their members. Further, the NCUA has previously justified these 
budget increases by saying the credit unions have become more 
complex. Can you kind of walk us through this pretty large budget 
increase, how it is justified, and kind of elaborate how credit 
unions have become more complex? 

Ms. Matz. Certainly. And to your point about the FDIC versus 
the NCUA budget, FDIC has two budgets: a resolution budget; and 
an operating budget. During the crisis, the resolution budget went 
up very dramatically and has been coming down. But when you 
look at their budgets combined or their operating budget in isola- 
tion, it has been very comparable to ours throughout the past prob- 
ably 5 or 10 years. So we are on parity with the way the FDIC has 
been operating in terms of its budget increases. 

But during the crisis, we lost 102 credit unions, which cost the 
credit union system about $750 million. We have been doing every- 
thing we can to make sure that doesn’t happen again. I believe that 
the reason we lost those 102 credit unions was because our staff 
simply did not have the resources to supervise them effectively 
heading into the crisis and during the crisis because we were down 
by 91 employees at the time that I got there. And so, it was my 
intent to make sure that we have the resources that we need to 
protect the safety and soundness of the growing industry. 

In front of you, you will see slide 3, which shows you our budget 
as a percent, per million dollars, of federally-insured credit union 
assets. And you can see that it was way down, when we had the 
budget hearings. It was way down. And it has trended up some- 
what. But it is still considerably lower than where we were in the 
year 2000. At that point, our budget was $328 per million dollars 
of federally-insured assets and now it is $249. So, I think we are 
operating very effectively. 
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But we need to keep ahead of the complexity of the industry. I 
have said many times that NCUA should not be holding the indus- 
try back. And the industry, the credit union industry, needs to stay 
competitive. And so, they need to be providing electronic services 
to their members. They want — they asked for and we gave them 
derivative authority to hedge interest rate risk. They need more 
flexibility in the way they do business. Just today, at our Board 
meeting, we eliminated the cap on their fixed-asset investments. 

Chairman Neugebauer. Let me change direction here, because 
we have a limited amount of time. A review of the NCUA’s inspec- 
tor general materials, loss reviews for the limited number of credit 
union failures during the financial crisis, reveals that the NCUA 
examiners did routinely identify problems on a timely basis. In 
other words, the examiners, it is not the issue that we had enough 
examiners, but the problem, and they indicated they did uncover 
the problems, but what the report did indicate was that it wasn’t 
a function of not detecting the problems but the proper follow-up. 
And so, it would lead one to believe that what we don’t need is 
more examiners, but evidently, we need more competent exam- 
iners. What is your response to the report that said that your folks 
found out the problems but didn’t deal with them appropriately? 

Ms. Matz. In fact, there was a series of material loss reviews. So, 
it depends on which one you look at. But their capping report, 
which summarized all of the material loss reviews, said we were 
not detecting problems early enough. And they did not comment on 
our staffing level. But we have held the staffing level constant for 
the past 4 years. So, our intent is not to increase the staff. We have 
been reallocating our workload, so that we have taken examiners 
from small credit unions and reassigned them to larger credit 
unions so that we can do our job effectively without increasing the 
staff. 

Chairman Neugebauer. So the number of credit unions has de- 
creased by 25 percent, but the budget has gone up. That seems to 
be contradictory. 

Ms. Matz. It is not contradictory. In fact, because the number of 
assets and the complexity of the credit unions has gone up more 
rapidly than the number of credit unions has declined. And if you 
have more complex institutions, you need to have staff who are 
well-trained to supervise those institutions. 

Chairman Neugebauer. My time has expired. 

I now recognize the gentleman from Missouri, Ranking Member 
Clay, for 5 minutes. 

Mr. Clay. Thank you, Mr. Chairman. 

H.R. 2287 would provide credit unions and their trade associa- 
tions the opportunity to participate in predecisional hearings on 
the NCUA’s operating budget. It is my understanding that, relative 
to other financial regulators, the NCUA is a leader amongst its 
peers in providing transparency around its budget process. 

Madam Chair, describe the information that you already make 
available to the public concerning the NCUA’s budgeting process 
and how would your budget transparency efforts compare to those 
of other financial regulators? 

Ms. Matz. Thank you for that question. When I came onto the 
Board in 2009, one of my top goals was to improve transparency 
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and communication with all of our stakeholders. And to that end, 
I began to hold listening sessions around the country. I have held 
18 of them. I started holding virtual townhall meetings through 
webinars. I have held 11 of them. In fact, I have one coming up 
on Tuesday that was planned quite a while ago. And I have criss- 
crossed the country meeting with credit unions. I find it more effec- 
tive to hear from the people who run the credit unions. 

When we held the hearings when I was on the Board last time, 
typically what we had were three or four representatives from the 
trade associations who read statements prepared by the trade asso- 
ciations. And the statements were consistent across the witnesses 
and through the years. And the message was cut your budget, cut 
the number of examiners, cut the time you spend in the credit 
unions. That was not productive. It was not constructive in terms 
of developing our budget. 

What is constructive is when I go out and talk to the credit union 
officials and I find out what things are really on their minds and 
how we can respond so that they can do their jobs better. But in 
terms of transparency, we have a budget resource website that has 
all of our budget advisory memos that are given to each of the 
Board members, describing in detail what the budget is. We have 
line-by-line budgets for each office in the agency. We have our au- 
dits from our accounting firms. It goes on. There are dozens of 
things on our website. I don’t really think there is much on our 
website that doesn’t answer every possible question, including fre- 
quently asked questions. No other financial institutions regulator 
does that. And no other financial institutions regulator holds hear- 
ings on its budget. 

Mr. Clay. How would enhanced disclosure of the NCUA’s oper- 
ating budget and the other funds it administers support the core 
operations of credit unions? I am just curious. 

Ms. Matz. I don’t think it would enhance our budget process at 
all. In fact, our budget has a minimal impact on the credit unions 
themselves. Our budget, as a percentage of the actual credit union 
expenditures, is less than 0.02 percent. It is a very minimal 
amount. So, I don’t think they are adversely impacted at all by our 
budget. 

Mr. Clay. In your experience in interacting with credit unions in 
the field, have you ever gotten requests from the credit unions 
themselves about further transparency into the NCUA’s budget or 
the other funds that it administers? 

Ms. Matz. I can tell you, as I said, I have crisscrossed the coun- 
try and met with tens of thousands of credit union officials. And 
I really can’t remember getting a question about the transparency 
or really about our budget in general. Now that the trades have 
whipped this up as an issue, you might be hearing about it. But 
I can tell you in all the years that I have been on the Board, meet- 
ing with credit union officials, this is not one of the issues that has 
come up. 

Mr. Clay. Interesting. I appreciate your responses. And, hope- 
fully, we all understand that this could be motivated by the trade 
associations. 

Mr. Chairman, I yield back. 

Chairman Neugebauer. I thank the gentleman. 
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And now the gentleman from Florida, Mr. Posey, is recognized 
for 5 minutes. Mr. Posey has stepped out, so we are going to recog- 
nize the gentleman from Missouri, Mr. Luetkemeyer, for 5 minutes. 
He has also stepped out. 

Let’s go to the gentleman from South Carolina, Mr. Mulvaney, 
for 5 minutes. 

Mr. Mulvaney. I thank the chairman. 

Chair Matz, I get a lot of questions back home about the over- 
head transfer rate, the amount of money that you all take out of 
the security insurance fund to use for your overhead. You mention 
it in your testimony and say that the operating budget is reim- 
bursed from the State insurance fund. That is the OTR, so the 
overhead transfer. You go on to say that your methodology for cal- 
culating the overhead transfer rate was validated in 2011 and 2013 
by PricewaterhouseCoopers. On your website, and I see you have 
something there as well, it says that: While 

PricewaterhouseCoopers made recommendations to improve the 
process on the OTR, overall, they determined that the methodology 
was sound and reasonable. 

So I did something that I think is fairly reasonable, which is I 
went to your website to get the overhead transfer rate review, 
which is the one that was done for you by PricewaterhouseCoopers 
that you mentioned in your opening testimony and on the website. 
And when I turned to the first section, which I think is a fairly rea- 
sonable section for somebody to go to to try and get up-to-speed on 
it, the executive summary, I got to page 5, and it says: “The find- 
ings and conclusions of this study, which are based on an analysis 
of available facts and circumstances, are presented below.” And I 
get an entirely redacted section. In fact, that happens a lot. There 
is a bunch of different places that are redacted. I think 15 pages 
are redacted. 

I tried to figure out why that was. And someplace on the website, 
you all also mentioned Section (b)(4) of the Freedom of Information 
Act. You go to read that, and it says that you don’t have to — or it 
is okay to redact essentially things that are trade secrets and com- 
mercial or financial information obtained from a person or privi- 
leged or confidential material. All of which is cool. Okay. 

Until I get to this, which is the unredacted copy of your agree- 
ment. By the way, did you know that I have this as you sit there 
today? 

Ms. Matz. I didn’t know that you had it. I had no idea. 

Mr. Mulvaney. Okay. You did not know that I have it. Okay. I 
am going to read to you one of the redacted sections that you all 
cut out of the conclusions of the executive summary regarding 
transparency. Again, you can’t get this publicly. But you can get it 
if you get the unredacted version. It says: “Based on the 
PricewaterhouseCoopers review, the OTR methodology was consid- 
ered lacking in terms of the extent to which the classification of 
NCUA’s activities between insurance and regulatory represents a 
consensual view.” 

It goes on to say that: “Further, there was found to be dis- 
satisfaction within the industry with respect to NCUA’s efforts to 
communicate and explain the OTR methodology in adequate detail. 
It is recommended that the NCUA should consider providing more 
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visibility on how it characterizes its activity to the different indus- 
try groups and credit unions and possibly solicit their feedback 
with regards to the reasonableness and accuracy of the classifica- 
tion.” 

How is any of that a trade secret? 

Ms. Matz. Sir, I should point out to you that when I learned, just 
recently, that that redacted version was on our website — and I 
have to say I was somewhat shocked by it myself — I discussed it 
with the staff and the unredacted version will be going up. How- 
ever, I should point out — 

Mr. Mulvaney. When did you have that conversation? 

Ms. Matz. Yesterday. 

Mr. Mulvaney. Yesterday. Why did you have it yesterday? What 
happened yesterday to prompt you to have a discussion with your 
staff? 

Ms. Matz. I guess it was just a discussion of the things that were 
on our website about — 

Mr. Mulvaney. It had nothing to do with this hearing? You just 
happened to be randomly looking at your website yesterday and de- 
cided — 

Ms. Matz. No. No. I was discussing with the staff what we have 
on our website that affects our budget and wanted to see it. 

But what I wanted to say is that subsequent to that, in 2013, we 
did have a study by PricewaterhouseCoopers — 

Mr. Mulvaney. I got that. And if I get a chance to get to that, 
I will. But let me ask you the question, who made the decision to 
redact the 2011 report before it went up on the website? Was that 
you? Or was that somebody else? 

Ms. Matz. Our general counsel’s office. 

Mr. Mulvaney. Did you approve that decision? 

Ms. Matz. I wasn’t aware of it. 

Mr. Mulvaney. Do you believe that information to be a trade se- 
cret? 

Ms. Matz. I don’t. 

Mr. Mulvaney. And your answer is, you are going to go ahead 
and put it up? 

Ms. Matz. Yes. 

Mr. Mulvaney. By the way, the irony of redacting something 
that says you should be more transparent — 

Ms. Matz. Yes. I got the irony. 

Mr. Mulvaney. I got you. Thanks very much. 

Another thing you redacted, by the way, later in the document, 
it says that: “NCUA should also check if the OTR decisions are 
subject to the Administrative Procedure Act and if formal notice or 
comments are required on its OTR calculation process and results.” 

I won’t ask you if that is a trade secret. You will probably say 
it isn’t, and it is going to be on your website soon anyway. Let me 
ask you, have you done that? 

Ms. Matz. Do you want me to answer the question? 

Mr. Mulvaney. No. I want you to answer the question I have 
asked you, which is, have you done what PricewaterhouseCoopers 
asked you to do in 2011 regarding the Administrative Procedure 
Act? 



11 


Ms. Matz. Our general counsel has advised that we do not need 
to publish it. However, in my written testimony I indicate that we 
are, in fact, going to publish the formula for review and comment. 

Mr. Mulvaney. Lastly, you mentioned earlier that the budget 
was on your website. I have your budget. Thank you for sending 
it to me. It only took me 18 months to get it. I am really excited 
about having it. I got it yesterday. I appreciate that. Is the line- 
by-line budget that you gave me yesterday available on your 
website? 

Ms. Matz. Not at this time. 

Mr. Mulvaney. When it will be available on your website? 

Ms. Matz. We can put it up as soon as — 

Mr. Mulvaney. Finally, there is one thing redacted in the re- 
ports — I won’t read it verbatim because I don’t have time — it says 
that you should look at, explore future avenues of communication 
with the folks that you regulate. 

Would you agree that my bill with Ms. Sinema, going back to the 
original process of having input, direct input, and meetings on your 
budget could be one avenue by which you could increase your com- 
munication with the people that you regulate? 

Ms. Matz. It would increase the communications, but it would 
not be effective. 

Chairman Neugebauer. The time of the gentleman has expired. 

Mr. Mulvaney. I am certain that you think it won’t be. Thank 
you, Mr. Chairman. 

Chairman Neugebauer. I now recognize the gentleman from 
Georgia, Mr. Scott, for 5 minutes. 

Mr. Scott. Thank you very much, Mr. Chairman. 

Chair Matz, let me make sure now, the NCUA, the National 
Credit Union Administration, your budget is funded through fees 
from your credit unions across the country, is that correct? 

Ms. Matz. That is correct. 

Mr. Scott. So it is safe to say the credit union members them- 
selves bear the total cost of the agency’s operations and expenses? 

Ms. Matz. That is correct. 

Mr. Scott. Okay. Let me ask you this, do you hold public hear- 
ings for your budget? 

Ms. Matz. No. 

Mr. Scott. Can you tell me why you do not do that? 

Ms. Matz. I make it my business to go out and meet with the 
people who run the credit unions and have significant dialogues 
with them on any issue that they would like to discuss. When we 
had budget hearings in the past, we were just hearing from the 
trade associations, from one representative from each trade asso- 
ciation. We were not hearing from the people who have their funds 
in the credit unions or really from the people who run the credit 
unions. 

Mr. Scott. Do you think that is a very good way of holding your- 
self accountable to these stakeholders? Do you think that it could 
be improved if you did have public hearings, where the people who 
are paying the freight would have an opportunity to interact with 
you and you have an opportunity to satisfy any concerns that they 
may have about your budget which they are paying for? 
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Ms. Matz. When you say “they” are paying for, I assume you 
mean the credit unions. And I would take exception to that. Credit 
unions are cooperatives that are owned by their members. They 
can only raise capital through retained earnings. 

Mr. Scott. But, ma’am, you just agreed with me that the credit 
unions’ fees provide your budget. 

Ms. Matz. Yes. But it is not their money. We assess the credit 
unions. But it is the members who own the credit unions. And it 
is the members’ funds. And if we don’t have adequate resources, we 
can’t protect those funds. 

Mr. Scott. Okay. Well, the members are the credit unions, and 
the credit unions are the members. 

Ms. Matz. No. That is not true. 

Mr. Scott. And the members come from them. 

Ms. Matz. I disagree with that. 

Mr. Scott. What do you disagree with? 

Ms. Matz. I don’t believe that the credit unions necessarily rep- 
resent the members. And if they did, they wouldn’t be asking us 
to cut our budget because I think the members would like us to 
protect their life savings and would like us to have the resources 
that we need to do that adequately. 

Mr. Scott. That is why I think it would help you and help with 
the transparency if you did have hearings. The record is clear. I 
don’t see how you could have such a negative attitude toward the 
very people who, through their fees, are paying your salaries, your 
operating expenses. 

Let me go on. I have another question here. Is it true that you 
have a secure room, in quotes, “a secure room” at your head- 
quarters? 

Ms. Matz. Yes. 

Mr. Scott. What is the purpose of this room? 

Ms. Matz. It is a sensitive compartmentalized information facil- 
ity, known as an SCIF. And we are required to have it by Execu- 
tive Order so that we can communicate sensitive information. 

Mr. Scott. And how often is this room used? 

Ms. Matz. There is somebody there every day monitoring it. 

Mr. Scott. And how much did it cost to create this room? 

Ms. Matz. It cost over a million dollars. I don’t know exactly how 
much. 

Mr. Scott. And did you do a cost-benefit analysis before to deter- 
mine what the cost and benefits were? 

Ms. Matz. We knew what the cost was going in, and we knew 
we were complying with an Executive Order and that we can’t re- 
ceive or disseminate classified information without it. We can’t do 
our job without it. 

Mr. Scott. Without this — 

Ms. Matz. Correct. In this — 

Mr. Scott. Why do you say you can’t do your job without it? 

Ms. Matz. Because if there is classified information to be trans- 
mitted, we wouldn’t be able to either transmit or receive it. We 
would have to go to somebody else’s facility. In other words, before 
we had it, we would have to go to the Treasury Department, for 
instance, in order to be part of the classified discussion, in order 
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to receive the information. And so now, just like all of the other 
Federal financial regulators, we have that facility on the premises. 

Mr. Scott. Okay. I think, from what I have heard you say, that 
it would not he a bad idea for you to consider — I think it would 
help with the relationship building with your credit unions. They 
play a vital role in what you are doing. And it is very important 
for transparency. So I think from your testimony here, it shows 
that there is a need for you to consider having public hearings for 
those who are paying the freight. 

Chairman Neugebauer. The time of the gentleman has expired. 
I now recognize the gentleman from Florida, Mr. Posey, for 5 min- 
utes. 

I will say to the Members, I am going to try to strictly adhere 
to the 5-minute rule. We are going to have votes here in a little 
bit. And I would like to get as many Members in as possible before 
that. We do plan, if Members intend to continue with the hearing, 
to come back after votes. But we would like to get through as many 
as we can. 

Mr. Posey, you are recognized for 5 minutes. 

Mr. Posey. Thank you, Mr. Chairman. 

Madam Chair, the NCUA has said that a limited number of cred- 
it unions would be downgraded if the risk-based capital proposal 
was in place today. I am interested in what impact this proposal 
would have had if it had been in place at the height of the fiscal 
crisis in 2009. Has the agency prepared or seen any analysis of how 
many credit unions would have been downgraded during the crisis? 
And of those that would have been downgraded under the proposal, 
how are they doing today without the proposal having been in 
place at the time? Do you kind of follow that question? 

Ms. Matz. I think I do. 

Mr. Posey. Okay. Did they all go away? Or are most of them 
doing fine today? 

Ms. Matz. Our analysis is that if we had that risk-based capital 
proposal in effect prior to the crisis, we wouldn’t have lost all of 
the credit unions that we lost during the crisis. I don’t have the 
exact number with me, but I can get it for you. 

Mr. Posey. Yes. 

Ms. Matz. Is that what you were asking? 

Mr. Posey. Yes. I have some credit union data which indicated 
that had the proposal been in place during the financial crisis, it 
is estimated that only 45 credit unions would have been down- 
graded. And of those, 41 would be well-capitalized today. The point 
is, that is the pain this proposal will cause all credit unions worth 
the gain of regulating a few bad actors that NCUA could have al- 
ready reined in through the normal exam process? 

Ms. Matz. Back-testing has shown that had we had that in 
place, it would have caught a large number of those 102 failed 
credit unions, in fact. First of all, we are required by statute to 
have a risk-based capital rule comparable to the other financial 
regulators. And so, this is meeting our statutory responsibility. But 
we have modified the rule. We feel that it is important to have a 
forward-looking indicator. So it was not intended to really catch 
credit unions now. It was intended to get them to start planning 
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so that they monitor the risks in their portfolios and have sufficient 
capital to cover those risks going forward. 

Mr. Posey. Okay. The Ksk-Based Capital Study Act was re- 
cently introduced in the House to require the NCUA to examine 
certain issues with respect to this proposed rule. Under the legisla- 
tion, the NCUA would not be able to move forward on the proposal 
until after this study is completed. Given that the second risk- 
based capital proposal received an even higher number of com- 
ments than the first, has there been any discussion at the agency 
to slow down the process here and, perhaps, study the issue further 
before proceeding ahead with the final rulemaking completion? 

Ms. Matz. Thank you. We studied the issues exhaustively be- 
tween the first and second proposal, which is why it was almost 
completely rewritten in response to the comments we got from 
Members of Congress and from the credit unions. So, I don’t intend 
to delay it. We are reviewing the comments that we have gotten. 
And the ones that are substantive, and we are responding to, are 
mostly positive. There were a lot of form letters, mostly form let- 
ters, and most of them simply stated: Don’t pass another risk-based 
capital rule. We do have a statutory responsibility to go forward. 

Mr. Posey. My thought was that if it took 12 months last time 
to come up with a new proposal, shouldn’t we kind of be giving it 
the same amount of time and effort to review the current one just 
to make sure we get it right? 

Ms. Matz. I feel like we have gotten it right. 

Mr. Posey. Many more comments to respond to and a whole lot 
more input. 

Ms. Matz. The comments are mostly form letters saying we don’t 
need a risk-based capital rule. So they really weren’t very construc- 
tive or prescriptive. But we have studied it. I don’t know what 
more we can study. We have studied it in-depth. And we feel that 
this is a very fair rule that will not immediately impact more than 
about 20 credit unions which can either raise more capital or shift 
some of the risk out of their portfolios. For the rest of the credit 
unions, it actually adds to their capital or net worth. 

Mr. Posey. How many do you regulate? So we are saying 20 out 
of how many? 

Chairman Neugebauer. I’m sorry, the gentleman’s time has ex- 
pired. 

Ms. Matz. 6,100. 

Chairman Neugebauer. I now recognize the gentlewoman from 
New York, Mrs. Maloney, for 5 minutes. 

Mrs. Maloney. Thank you very much. 

Chair Matz, I speak to my credit unions all the time. And, quite 
frankly, they have never raised transparency of the budget. Is this 
a really big issue with the credit unions, the NCUA? 

Ms. Matz. I have heard a lot from the trade associations about 
it. But when I go out and talk to the credit unions, up until now 
I really have not heard about it at all. 

Mrs. Maloney. Okay. Despite the very significant and substan- 
tial revisions to your risk-based capital rule, the credit union in- 
dustry continues to express concerns that some of the risk weights 
assigned to credit unions will unnecessarily require them to hold 
additional capital and will ultimately restrain their ability to lend 
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as much as they would like. So my question is, how do the risk 
weights under your revised proposal for credit unions compare to 
similar risk weights for banks? 

Ms. Matz. Thank you. Many of the risk weights that we have are 
comparable to banks. In fact, about 75 or 80 percent of the assets 
in credit unions would be weighted exactly the same as they are 
for banks. And I think another 15 or so percent would actually be 
weighted less than they are for banks. So we are pretty comparable 
to how the banks are risk-weighted. 

Mrs. Maloney. Do you think credit unions should be the same 
as banks? 

Ms. Matz. We have exempted credit unions that are under $100 
million because they are not complex. But for the complex credit 
unions, yes, I do. 

Mrs. Maloney. Okay. And I have heard a whole disparity of 
opinions on your third-party vendor proposal. The GAO and the 
FSOC support your position for enhanced authority. But the credit 
unions make the argument that it is not necessary and would lead 
to increases in regulatory burden in your budget. Can you tell me, 
what are gaps in your regulatory authority, and whether it would 
increase your budget? 

Ms. Matz. If there is one thing that keeps me up at night, it is 
the cyber threat, and our lack of vendor authority. We are the only 
financial banking regulator that does not have vendor authority. It 
really ties our hands in being able to make sure that the system 
is secure. So we are requesting the legislative authority because if 
we see a red flag, we need to be able to go in and examine, super- 
vise that third party, and, if there is a problem, to get them to cor- 
rect it, and to let credit unions know about it. We simply don’t have 
that authority now. 

Mrs. Maloney. Okay. That is a consideration. 

I am also aware of legislation that is pending that would require 
NCUA to hold budget hearings before your budget has actually 
come out. But I understand that you are a peer leader in trans- 
parency. Can you describe the information you make available? 

Ms. Matz. We have a budget resource page on our website which 
has very extensive information. I don’t know any other financial in- 
stitutions regulator that provides any budget information on their 
website or at least it might be minimal. But we provide very exten- 
sive information on our website. I believe we are more transparent 
than any other Federal financial institutions regulator in terms of 
our budget. 

Mrs. Maloney. And can you explain how your supplemental cap- 
ital proposal could work with the revised risk-based capital rule 
when finally implemented? 

Ms. Matz. NCUA has the authority to permit credit unions to 
raise supplemental capital, but only for the purposes of their risk- 
based capital ratio. And that is not included in our risk-based cap- 
ital proposal. So at the time that we finalize it, we intend to put 
out a proposed rule which would permit credit unions to raise sup- 
plemental capital for the purposes of their risk-based capital ratio. 

Mrs. Maloney. And, finally, in your written statement you men- 
tioned your support for H.R. 1188, bipartisan legislation that would 
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permit more small business lending by credit unions. Can you de- 
scribe how that would help credit unions across the country? 

Ms. Matz. Credit unions now operate under a statutory cap, 
which I feel is very arbitrary. 

Mrs. Maloney. What is the cap? 

Ms. Matz. The cap is 1.75 times net worth, required to be well- 
capitalized. And so, as a regulator, I would like to see credit unions 
diversify their portfolios. I think business lending is an important 
part of that portfolio. 

Mrs. Maloney. My time has expired. Thank you. 

Chairman Neugebauer. I thank the gentlewoman. 

I now recognize the gentleman from Missouri, Mr. Luetkemeyer, 
for 5 minutes. 

Mr. Luetkemeyer. Thank you, Mr. Chairman. 

Madam Chair, last year, the day before this committee scheduled 
a markup on H.R. 4042, which is my legislation to require a stop 
and study of MSAs, you sent a letter asking that, and I quote, “the 
House Financial Services Committee refrain from considering 
amendments to tomorrow’s markup related to NCUA’s risk-based 
capital rule.” 

I have never received a letter from an Executive Branch agency 
asking me not to do my job, which is to legislate. Can you please 
explain? 

Ms. Matz. I just felt as a regulator, that it was important for the 
safety and soundness of the system. And I was concerned about it. 

Mr. Luetkemeyer. Let’s figure out first here the responsibilities 
of each branch of government. My understanding is that the re- 
sponsibility of the Legislative Branch is to propose legislation. And 
in each bill we pass, there is a clause that always says that the 
Executive Branch and the departments that pertain to whatever 
the legislation is about have the ability to implement and promul- 
gate rules that will implement the law. And so I don’t know where 
the Executive Branch has the authority or the reason to tell us 
what to do. 

Ms. Matz. I wasn’t telling you what to do. I was just — 

Mr. Luetkemeyer. Madam Chair, you asked that the House re- 
frain from considering amendments. You were telling us not to do 
any amendments to the capital-based rule. 

Ms. Matz. I was telling you to, yes, as a consideration so that 
I could do my job and protect the safety and soundness of the sys- 
tem. 

Mr. Luetkemeyer. My point is that the Executive Branch should 
carry out the wishes of the Legislative Branch. 

Ms. Matz. Absolutely. 

Mr. Luetkemeyer. And this is the problem with this entire Ad- 
ministration. Right now, the Legislative Branch is being com- 
promised because they believe the Executive Branch can go out 
through Executive Order and through bureaucratic fiat create law. 
That is not the way the Founders designed these three branches, 
coequal branches, by the way, of government. This is not what they 
intended for the Executive Branch to do. And, quite frankly, I hope 
from now on you will refrain from telling us what to do. 
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Also, I am kind of curious, you came up with a risk-weighted 
rule. I was wondering if you did any sort of study to evaluate with 
regards to MSAs their performance during the financial crisis? 

Ms. Matz. I believe that we did, yes. I don’t have the information 
handy. 

Mr. Luetkemeyer. Okay. One of the things that I am working 
on is with regards to SIFI designations, hoth for banks and 
nonbanks. NCUA sits on FSOC, is that not correct? 

Ms. Matz. Correct. 

Mr. Luetkemeyer. Can you explain to me how you could vote for 
designating four nonbanks, three insurance companies and another 
industry, as SIFIs? 

Ms. Matz. Yes. 

Mr. Luetkemeyer. What criteria did you use? 

Ms. Matz. We used the criteria that was set out in the Dodd- 
Frank Act. 

Mr. Luetkemeyer. What did you use? 

Ms. Matz. The criteria that were set out based on their size, 
interconnectedness, their leverage. 

Mr. Luetkemeyer. Okay. How big is the biggest credit union? 

Ms. Matz. About $65 billion. 

Mr. Luetkemeyer. Is it a SIFI? 

Ms. Matz. Not within the financial system, but certainly within 
the credit union system. What I am saying is that it is systemically 
important to our fund in the credit union system. But it would not 
be considered systemically important to the entire financial serv- 
ices system. 

Mr. Luetkemeyer. Right now, there is a threshold of $50 billion. 
Anybody above that has to comply with the stress tests and all 
sorts of other rules and regulations. Does this credit union comply 
with that? 

Ms. Matz. Yes. 

Mr. Luetkemeyer. Okay. Are you considering designated — would 
you support designated as a SIFI then? Is it interconnected 
enough? 

Ms. Matz. The financial institutions that have prudential regu- 
lators are not considered as SIFIs under the FSOC designations. 
Those are for nonbank institutions. 

Mr. Luetkemeyer. I only have 30 seconds left. I have one more 
question I want to get to before we run out of time, with regard 
to designating these insurance companies as SIFIs. I was in the in- 
surance business for 30 years. I have no idea how you can tell me 
that one insurance company, if it goes down, destroys the entire 
economy. Can you give me an example of how this works? 

Ms. Matz. We look at mainly their leverage, their interconnect- 
edness. 

Mr. Luetkemeyer. On FSOC, Mr. Woodall is one of the mem- 
bers, and he represents the insurance industry, and he voted 
against that. 

Ms. Matz. That is right. 

Mr. Luetkemeyer. Why would you vote against him, somebody 
who actually knows the industry and represents them? 

Ms. Matz. I think that is why the Act was written the way it 
was, where it brings diversity, and we bring our individual perspec- 
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lives. And we get briefed by the staff. We get information from the 
entity. And then we each make up our respective minds. 

Chairman Neugebauer. The gentleman’s time has expired. 

Mr. Luetkemeyer. So you are going to ignore the one person 
who has best knowledge of the industry. 

Thank you. 

Chairman Neugebauer. I now recognize the gentleman from 
North Carolina, Mr. Pittenger, for 5 minutes. 

Mr. Pittenger. Thank you, Mr. Chairman. 

Chair Matz, I would like to kind up pick up on that. In 2014, and 
again on July 20, 2015, the former chairman of this committee, 
Barney Frank, an author of the Dodd-Frank bill, stated that he did 
not believe that asset managers should be regulated as SIFIs. 
Would you state your perspective then on why you believe that 
they should be? 

Ms. Matz. Asset managers? We are now looking at the asset 
manager activities rather than designating specific asset man- 
agers — 

Mr. Pittenger. Do you believe they are systemically risky? 

Ms. Matz. Pardon me? 

Mr. Pittenger. Do you believe that asset managers are system- 
ically risky? And if so, how? 

Ms. Matz. We are looking at the activities that they perform. 
And there might be activities that are systematically risky. But we 
have not finished that analysis at this point. 

Mr. Pittenger. Can you name any specific asset managers that 
you believe are of concern to you as chairman of NCUA? 

Ms. Matz. We are looking at all the asset managers. 

Mr. Pittenger. But you can’t? 

Ms. Matz. I would rather not. We are looking at all the asset 
managers. We are not, I am one member — 

Mr. Pittenger. Systemic risk — 

Ms. Matz. Pardon? 

Mr. Pittenger. — to the financial system in this country. Can 
you name any? 

Ms. Matz. We are not designating asset managers. We are look- 
ing at the activities of asset managers. And until I am briefed on 
it, I don’t have an opinion. 

Mr. Pittenger. We received testimony, this committee did, that 
the SIFI designation for asset managers would result in $100,000 
in cost to each investor. Are you aware of that? 

Ms. Matz. No. But we are not designating asset managers now. 
We are looking at the activities of the asset managers. And that 
is a long way off. We are only beginning to have those studies done. 

Mr. Pittenger. But that is where you are probing. That is what 
is on your radar screen. Do you believe that any action taken by 
FSOC to designate asset managers and their activities systemically 
important would be consistent with the congressional intent of 
Dodd-Frank? 

Ms. Matz. I think if we finally got to the designation, we 
wouldn’t make that designation unless we believed that. And I cer- 
tainly wouldn’t support it unless I believed that. 

Mr. Pittenger. Chair Matz, what do you understand is the busi- 
ness of an asset manager? Would you explain to me their business? 
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Ms. Matz. It is managing the assets of individuals. 

Mr. PiTTENGER. All right. They have the obligation to their cli- 
ents to invest, is that right? 

Ms. Matz. Correct. 

Mr. PiTTENGER. And these are owned by the clients, they are 
third-party custodians? 

Ms. Matz. Yes. 

Mr. PiTTENGER. They have contractual obligations. They are ad- 
visers, and they are agents, aren’t they? 

Ms. Matz. They are — 

Mr. PiTTENGER. They are advisors, and they are agents on behalf 
of their clients. Is that correct? 

Ms. Matz. Yes. 

Mr. PiTTENGER. I think it is important to note that these man- 
agers don’t also employ the balance sheet leverage. Is that correct? 

Ms. Matz. To the best of my knowledge, it is. 

Mr. PiTTENGER. Thank you. I yield back. 

Chairman Neugebauer. I thank the gentleman. 

And now the gentleman from New Hampshire, Mr. Guinta, is 
recognized for 5 minutes. 

Mr. Guinta. Thank you very much, Mr. Chairman. 

Chair Matz, as I stated in my opening statement, financial insti- 
tutions across the Nation are merging or consolidating at what I 
would consider a pretty alarming rate. And that concerns me be- 
cause, to me, that represents less access to credit for a whole host 
of individuals for a whole host of needs that families, average fami- 
lies require. There were 12,891 credit unions back in 1990. And 
today, I believe we have about 6,200, according to the first quarter 
data that you put out. So would you talk to me a little bit about, 
over the last 25 years, why there were so many consolidations and 
if you think — what, if any, portions of Dodd-Frank would have 
something to do with that? Or if you don’t think Dodd-Frank had 
anything to do with that, I would like to know that as well. 

Ms. Matz. We provided some slides. Just in reference to that last 
question, slide 1 shows the decline in federally-insured credit 
unions since 1990. And you can see the trajectory started in the 
early 1990s and has just continued after Dodd-Frank. It did not 
start with Dodd-Frank. So, personally, I don’t think Dodd-Frank 
was related to credit union failures. But it is a sad story. And it 
is one that has been very frustrating to me because we lose about 
250 credit unions a year. And that has been consistent for the past 
20 years. It is a result, I think, of not being able to achieve econo- 
mies of scale, of not being competitive in the marketplace. Fre- 
quently a manager who has been running the credit union for 25 
years decides to retire, and there is no succession plan. And the 
Board realizes that their members could probably be better served 
by merging. So, the vast majority are voluntary mergers. 

We have an Office of Small Credit Union Initiatives, which I 
helped to create when I was on the Board last time, which works 
with small credit unions and provides free consulting services for 
them. And they have helped about 600 credit unions grow from the 
definition of small to large. So, in that number there, that includes 
some credit unions, I believe — I might be wrong — but there are 
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about 600 credit unions that aren’t considered small anymore be- 
cause now they are over the limit. 

But it is a source of frustration because small credit unions fre- 
quently are located in areas where there are no other insured fi- 
nancial service institutions. And so we really try to work hard and 
do a lot of hand-holding and we have exempted small credit unions 
from a number of our regs so that we can — where we can — mitigate 
the regulatory burden on them. 

Mr. Guinta. So because of the trajectory before Dodd-Frank, you 
are saying, Dodd-Frank, because of the losses post and pre are es- 
sentially similar or identical, you are saying Dodd-Frank has noth- 
ing to do with it? 

Ms. Matz. I haven’t seen any evidence of it. 

Mr. Guinta. Okay. 

When I talk to bankers who are running credit unions in New 
Hampshire, they talk to me about the regulatory burden, the com- 
pliance requirements. Anywhere from 10 to 30 percent of their time 
is now focused on regulatory. So I couldn’t speak to pre-Dodd- 
Frank. But I can tell you that post-Dodd-Frank, that is the single 
largest concern expressed to me by credit union executives. If that 
is what they are telling me, and they are on the ground, it is not 
consistent with your opinion relative to Dodd-Frank. 

Ms. Matz. I just haven’t seen evidence of it. I know that there 
is a burden on small credit unions. There is a burden on all credit 
unions. Small credit unions have a very difficult time dealing with 
the regulatory burden, but it is the regulatory burden in general. 
It is not necessarily NCUA. 

The one I hear most about is BSA. They have a great deal of dif- 
ficulty complying with BSA. So if I had to pick one, that would be 
the one that I hear most about. 

But I just can’t answer that. I just don’t know, but it is very frus- 
trating to me that we are losing so many small credit unions. And 
we work hard to meet with them and to see if there are ways that 
we can change our policies so that we can help them out. 

Mr. Guinta. In New Hampshire, we have about 1.3 million peo- 
ple, so we are very community-based. So I understand the concerns 
or the items that you ticked off, economies of scale. I disagree with 
that, because in New Hampshire we tend to go look to our local 
community bank or credit union for help. But I would invite you 
to come to New Hampshire with me, and meet some of these credit 
union execs because I would love to — 

Ms. Matz. I would welcome the opportunity to do that. 

Chairman Neugebauer. The gentleman’s time has expired. 

Ms. Matz. I would like to do that. 

Mr. Guinta. Thank you, Mr. Chairman. 

Chairman Neugebauer. I will now go to the gentleman from 
Colorado, Mr. Tipton, for 5 minutes. 

Mr. Tipton. Thank you, Mr. Chairman. 

And thank you. Chair Matz, for being here. In NCUA’s 2014 an- 
nual report, it is noted that 17 of its 15 credit union failures oc- 
curred because of instances of fraud and ended up costing the 
Share Insurance Fund $36.5 million as well as, in October 2014, 
at the NCUA Board meeting, your CFO Mary Woodson stated that 
94 percent of the losses to the Share Insurance Fund were related 
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to fraud. Are these fraudulent-related losses to the Share Insur- 
ance Fund, are those of concern to you? 

Ms. Matz. They are a concern on the one hand because it is 
fraud. But in terms of the impact on the Share Insurance Fund, it 
is a minimal impact. But, yes, unfortunately, mostly the fraud oc- 
curs in small credit unions because they tend not to have internal 
controls or have very few internal controls. So — 

Mr. Tipton. And that is part of your oversight — 

Ms. Matz. It is. 

Mr. Tipton. It is. And perhaps a little follow-up on my colleague 
Mr. Guinta’s comments with regard to the regulatory process. You 
discussed several NCUA priorities and initiatives, including a pro- 
posed rule on risk-based capital for credit unions, vendor examina- 
tion authority, and stress testing for credit unions. If the NCUA is 
unable to prevent $36.5 million in losses to the Share Insurance 
Fund this last year, is it really going to be capable of handling ex- 
panded regulatory authority? 

Ms. Matz. I believe we are, yes. The fraud — 

Mr. Tipton. How many more people will you have to add? 

Ms. Matz. None. We are not planning to add any more people. 
We are reallocating resources, but we don’t intend to add any. We 
intend to train people differently, but we are not planning to add 
any more. 

Mr. Tipton. Do you own any responsibility on that? because you 
said that part of this failure was regulatory in nature. What are 
you doing to address that? 

Ms. Matz. The fraud failure? 

Mr. Tipton. Yes. You didn’t identify it. 

Ms. Matz. We have given our examiners more training on deal- 
ing with fraud, and we have provided certifications for a number 
of examiners, fraud certification. 

Mr. Tipton. Is all of that training completed now? 

Ms. Matz. It is ongoing. 

Mr. Tipton. It is going to be ongoing. Chair Matz, in 2014 the 
NCUA issued a final rule that was going to require the submission 
of capital planning proposals and stress testing for credit unions 
with assets greater that be $10 billion. The rule applies to five 
credit unions that already conduct their own stress testing. 

What was inadequate about the internal stress test that spurred 
the NCUA into creating a stress-testing rule that is not required 
by Dodd-Frank? 

Ms. Matz. We couldn’t validate the individual stress testing that 
they are doing, and so we weren’t. They are our largest credit 
unions and they certainly pose, each individually and certainly as 
a group, a large risk to the Share Insurance Fund. We needed to 
make sure that they are holding sufficient capital, and so we are 
doing the stress tests now. But after 3 years, when we have a 
record and know how they operate, they can apply to us to then 
just do their own stress testing. 

Mr. Tipton. You just used the words, “We couldn’t verify the ve- 
racity of their stress tests. We couldn’t monitor it.” Do you do the 
stress testing through the NCUA? 

Ms. Matz. No. We contract that work out. 
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Mr. Tipton. So it is not you at all. You don’t have the expertise 
to he able to do this? 

Ms. Matz. No, that is correct. That is correct. 

Mr. Tipton. That is correct. So what do you pay for that? 

Ms. Matz. For the contract? It is $4 million. 

Mr. Tipton. $4 million, and that is in your budget, I assume. 

One other question I would like to be able to address is the ex- 
pansive powers that we are seeing out of Dodd-Frank, FSB, FSOC, 
organizations that you are affiliated with, obviously, in terms of the 
broadening regulatory net. We see General Electric now trying to 
be able to dispose of assets in order to not be classified as a SIFI. 
That is going forward. 

Chair Matz, as a member of the FSOC, are you willing to be able 
to give some kind of a roadmap so that these businesses are not 
just shooting in the dark as to whether or not they are going to 
be designated? Because from what I am hearing from you and from 
other representatives of the Administration, once we put one mark- 
er down, we are then going to go after shadow banking, which will 
require more regulation, which will require more Administration. 
So are you willing to give a roadmap so the businesses know what 
to be able to do? 

Ms. Matz. I think that is very important, yes. 

Chairman Neugebauer. The time of the gentleman has expired. 

Mr. Tipton. Thank you. 

Chairman Neugebauer. The gentleman from Texas, Mr. Wil- 
liams, is recognized for 5 minutes. 

Mr. Williams. Thank you, Mr. Chairman. 

And thank you. Chair Matz, for being here today. Chair Matz, 
we have become aware of an NCUA policy of awarding on-the-spot 
bonuses and cash awards to employees, cash bonuses of up to 
$2,500 that can be paid to employees twice a year, and they get 
these for services going above and beyond the call of duty. We have 
heard that the NCUA’s HR department bragged, actually bragged 
about paying over $1.2 million in these bonuses in 2014, frankly, 
for just doing your job. 

Now, from what I can see, there appears to be little to no control 
over these payments. Any manager can give a cash award to any- 
one with as little as a one-paragraph justification. We are told that 
this program has become commonplace within the agency. So my 
first question is, who approves these bonuses, and what policies 
and controls are in place to manage the distribution of these cash 
rewards? 

Ms. Matz. For the smaller ones, the $250 on-the-spot awards, it 
is the first-level supervisor. They can only give a certain budgeted 
amount each year. So, that is somewhat prescribed. They can’t just 
keep giving them. They only have a certain number that they can 
give. The larger it is, the more signoffs they need on it. 

Mr. Williams. Have you personally awarded such bonuses to 
your staff? 

Ms. Matz. Yes. 

Mr. Williams. To whom and in what amounts? 

Ms. Matz. That is a good question. I believe I — 

Mr. Williams. It is only money. 
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Ms. Matz. I believe I awarded $2,500 to my chief of staff, who 
had not received a pay raise in 5 years. 

Mr. Williams. A lot like the private sector. 

Ms. Matz. I’m sorry? 

Mr. Williams. Much like the private sector that hadn’t received 
any pay raises. 

Ms. Matz. And I provided a cash award to my administrative as- 
sistant, and I believe that was either $1,000 or $1,500. 

Mr. Williams. When was the last time you awarded one of these 
bonuses? 

Ms. Matz. It was probably a year ago. 

Mr. Williams. Okay. Now, how about in 2015? How many on- 
the-spot bonuses or cash awards has NCUA given out? 

Ms. Matz. I don’t know, but it is on our internal website. We 
post it so our employees are aware of who is getting awards. 

Mr. Williams. But you are not sure how many went out? 

Ms. Matz. I don’t know. As I said, we have a total amount, a pre- 
scribed amount, beyond which the agency can’t go. 

Mr. Williams. Okay, now correct me if I am wrong, but this is 
money that the credit unions give to you through fees. 

Ms. Matz. I’m sorry. 

Mr. Williams. This is money that the credit union gives to you 
in fees? 

Ms. Matz. Correct. 

Mr. Williams. Okay, and for the purpose of supervision to en- 
sure safety and soundness? 

Ms. Matz. Correct. 

Mr. Williams. But I bet some of these credit unions would actu- 
ally love to be lending out the money to their customers rather 
than having some bureaucrat in Washington get a bonus for just 
doing her job. So what would you say to the credit unions that I 
have back in my district? I have quite a few. What would you say 
to the credit union community about these bonuses? 

Ms. Matz. I would say that they are bonuses to people who work 
very hard to protect the safety and soundness of the deposits that 
members have in their credit union, and that when people go above 
and beyond, they deserve to be recognized so that we can retain 
our talented employees. 

Mr. Williams. And you think the credit unions would agree with 
you as opposed to having that money to loan out to small business 
owners like me? 

Ms. Matz. I have no idea. 

Mr. Williams. It might be a question you want to ask them the 
next time you meet with them. 

Ms. Matz. I am sure they give bonuses to their employees as 
well, using their members’ money. 

Mr. Williams. Finally, since this hearing is focused on trans- 
parency, would you provide this committee with a complete list of 
employees who have received these bonuses in 2014 and 2015, so 
that we can shed some light on the policy and learn more how it 
works? 

Ms. Matz. Sure. 

Mr. Williams. Would you do that for us? 

Ms. Matz. Absolutely. 
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Mr. Williams. I would appreciate it. 

Mr. Chairman, I yield back. 

Chairman Neugebauer. I thank the gentleman. 

And now the gentleman from Kentucky, Mr. Barr, is recognized 
for 5 minutes. 

Mr. Barr. Thank you, Mr. Chairman. 

Chair Matz, I want to continue along the lines of questioning 
from Mr. Williams over here regarding not just bonuses but some 
of the, what I would consider irregularities, in the NCUA’s 2015 
budget. 

In the Office of Consumer Protection, pay and benefits for 2015 
are $7.3 million, up 9 percent, I believe, or equal to $600,000, yet 
the office has only added 2 people. What accounts for this large 
budget increase? 

Ms. Matz. I would have to get back to you on that, sir. 

Mr. Barr. Okay, if you could, that would be great. 

And given the fact that the Consumer Financial Protection Bu- 
reau has now been with us for 4-plus years, how is this Office not 
duplicative of the mission of the Bureau? 

Ms. Matz. It deals with the fact that the CFPB examines finan- 
cial institutions over $10 billion. Our Office of Consumer Protection 
does fair lending exams on credit unions of all other sizes, which 
we are required to do by law. 

Mr. Barr. But, obviously, the Bureau has — the Bureau’s policies 
impact credit unions that have less assets than $10 billion. Do you 
agree? 

Ms. Matz. They impact them, sure. 

Mr. Barr. Sure. And so my question is, why is an Office of Con- 
sumer Protection necessary within your agency? 

Ms. Matz. As I said, they do exams, fair lending exams, which 
the CFPB doesn’t do. They also respond to consumer complaints 
about their credit unions because CFPB only handles complaints on 
institutions above $10 billion. 

Mr. Barr. How about the Office of Small Credit Union Initia- 
tives? Your annual report says that half of all small credit unions 
shrank in 2014 with an average return on assets of just 4 basis 
points. Obviously, these institutions are struggling. Yet, your budg- 
et cuts the programming budget to offset a 5-percent pay increase 
for office staff, the overall budget is unchanged, so this appears to 
be a pure shift from programming to employee pay. Am I misinter- 
preting that, or is that accurate? 

Ms. Matz. I don’t know. I would have to go back and look at it. 

Mr. Barr. Okay. I think the credit unions would appreciate you 
looking at that because it may not be the right message to send, 
particularly to struggling credit unions. 

Ms. Matz. And I would be happy to come up and discuss this 
with you once I get briefed on it and understand it myself. 

Mr. Barr. Thank you. One other question on this, on the 2015 
budget, for the Office of Human Resources, why does the NCUA 
need 44 human resources staff to service fewer than 1,300 employ- 
ees? By my calculation, that HR-to-staff ratio is 1 to 30, which is 
3 times higher than the average for a large company. So why such 
a robust HR division? 
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Ms. Matz. We have 9 percent turnover, so they are constantly 
putting out vacancy announcements, arranging interviews, doing 
outreach, handling all of our henefits. I can’t — 

Mr. Barr. And yet. 

Ms. Matz. I can’t defend the exact number, but I am just telling 
you what they do. 

Mr. Barr. Okay. No, I hear that, and yet also the HR office is 
spending $3 million on contracted services. So you have a very 
large staff plus you are contracting out. 

Ms. Matz. They also handle all of the training for our examiners, 
so that is part of their budget. And the contracting also includes 
the hotels that they use for the training. 

Mr. Barr. Okay, let me shift really quickly to, again, this idea 
of the conflicting missions of the NCtJA and the CFPB, and I will 
just take an example on payday lending. On page 24 of NCUA’s an- 
nual report, that report mentions NCUA’s effective payday alter- 
native loans rule, under which Federal credit unions may charge 
up to 28 percent on short-term loans meeting certain conditions. 
The Bureau has proposed its own payday proposals that are widely 
expected to prohibit credit unions to continue to offer the product 
that your rules specifically permit. Can you address this apparent 
contradiction? 

Ms. Matz. I have, and the parameters of our rule are exempted 
from the CFPB rule. They didn’t exempt our rules explicitly, but 
they wrote it so that our — 

Mr. Barr. I understand the way it is written, and I under- 
stand — but as a matter of policy, okay, this is the policy of the gov- 
ernment, on the one hand. One agency, the Bureau, accuses these 
providers of short-term credit as predatory on the one hand, and 
yet, you are offering the same products? 

Ms. Matz. No. 

Mr. Barr. — or permitting the same product, rather? 

Ms. Matz. No. Our product is an alternative because it can only 
be a maximum of — 

Mr. Barr. I don’t believe it is necessary — I am not saying it is 
predatory. I am just saying there is a conflict in how the Federal 
Government is treating these products. 

Ms. Matz. They are looking at the predatory loans, which are 
maybe 300 percent, and the credit union loans have a maximum 
APR of 28 percent. So we provide guidance so that credit unions 
can make those loans in a way that competes with the more expen- 
sive loans, but is much more reasonable for their members. 

Chairman Neugebauer. The time of the gentleman has expired. 

Mr. Barr. I thank the chairman, and I yield back. 

Chairman Neugebauer. I ask unanimous consent that the gen- 
tleman from California, Mr. Royce, a member of the full Financial 
Services Committee, be allowed to join the panel and ask questions. 

Without objection, Mr. Royce is recognized for 5 minutes. 

Mr. Royce. Thank you, Mr. Chairman. 

And thank you very much. Chair Matz, for being with us today. 
It is good to see you. I want to thank the NCUA for its recent ef- 
forts in working to provide regulatory relief to credit unions that 
are sound, and safe, and stable. And I think doing so will be bene- 
ficial not only to the credit union members, but also to the Amer- 
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ican economy. I also appreciate your testimony today in support of 
legislation that Mr. Meeks and I have crafted to provide relief to 
credit unions from the member business lending cap. As you ex- 
pressed, particularly for smaller credit unions, the current statu- 
tory cap makes it very difficult or impossible for credit unions to 
successfully support the small business community. 

While your testimony specifically cites your support for this bill, 
H.R. 1188, the Credit Union Small Business Cap Jobs Creation 
Act, I also want to get your thoughts on H.R. 1422, the Credit 
Union Residential Loan Parity Act. As you know, this bipartisan 
bill would correct the disparity between banks and credit unions in 
the treatment of loans made to finance the purchase of one-to-four- 
unit non-owner-occupied residential dwellings. I see this as a sim- 
ple straightforward fix, especially when you consider the potential 
positive impact in helping finance investment in multi-family and 
affordable housing. 

So I was going to ask you. Chair Matz, in this legislation, would 
the NCUA support this, and do you see a difference between one- 
to-four-unit loans and commercial business loans? 

Ms. Matz. Thank you, yes. And thank you also for your spon- 
soring the lOLTA Parity bill. Yes, we certainly support that legisla- 
tion, and in fact, in the risk-based capital rule, we treat the one 
to four residential units as consumer loans rather than business 
loans. But that is as far as we can go because of the statute. So, 
we would welcome that relief 

Mr. Royce. I appreciate your support for that. I also encourage 
other members of the committee to join me in supporting this bill 
because it would unlock about $11 billion in credit union lending 
for small business. That is important. 

On another front, as you indicated in your testimony, improving 
the field of membership rule is a priority for the NCUA. You have 
even set up a separate working group to address regulatory relief 
needs on this front. I know the NCUA has a proposed rule address- 
ing proposed streamlined field of membership procedures and is 
working to address issues related to community charters and occu- 
pation charters. And my question is, while much of this work could 
be left to the NCUA alone, is there anything Congress should be 
doing to address the field of membership issues in the statute? 

Ms. Matz. Thank you for asking that. Yes, there are several 
things that can be done, but probably the most impact would occur 
if community charters would be allowed to take on underserved 
areas. That would help keep the Federal charter competitive and 
would provide relief to a number of community charters, which 
really would like to take on underserved areas, but can’t do it. And 
it really makes no sense. I can’t figure out any reason for it. And 
we hate to say no, but we have no choice. 

Mr. Royce. Thank you. Chair Matz, very much, for your testi- 
mony here today. 

And, Mr. Chairman, I will yield back the balance of my time. 

Chairman Neugebauer. I thank the gentleman, and now the 
gentleman from Pennsylvania, Mr. Fitzpatrick, is recognized for 5 
minutes. 

Mr. Fitzpatrick. Thank you, Mr. Chairman. 

I would like to yield my time to Mr. Mulvaney of South Carolina. 
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Mr. Mulvaney. I thank the gentleman. Chair Matz, thank you 
for the second round of questions, and the opportunity to follow up 
on a couple of things you said earlier. You may have seen many 
of us on the dais react in a stunned fashion when you said some- 
thing that I can’t actually believe that you said. You said you don’t 
believe that the credit unions represent their members. 

Ms. Matz. Yes. 

Mr. Mulvaney. You are nodding your head “yes” as if that was 
actually what you said. So who do the credit unions represent? 

Ms. Matz. The credit unions in asking for budget hearings and 
telling us that we need to cut our budget and cut our exam hours 
are not representing the best interest of their members. 

Mr. Mulvaney. I got you. When they ask to cut the budget, 
whose money are they trying to save? It is their members’, isn’t it? 

Ms. Matz. Yes, it is. 

Mr. Mulvaney. Isn’t that exactly what you would expect them 
to do, try and protect their members’ money? 

Ms. Matz. No, I would expect them to want to have — 

Mr. Mulvaney. You wouldn’t expect them to protect their mem- 
bers’ money? 

Ms. Matz. Not in that way. That is not protecting the members’ 
money, sir. 

Mr. Mulvaney. Okay, so tell me again who you think the credit 
unions represent? If they don’t represent their members, who do 
they represent? 

Ms. Matz. Credit unions by and large haven’t been asking for 
this. It is the trade associations. 

Mr. Mulvaney. I didn’t ask you that, although it is a really good 
answer to a question I didn’t ask. So I will ask it again. If the cred- 
it unions don’t represent their members, who do they represent? 

Ms. Matz. I can’t answer that. You would have to ask them. 

Mr. Mulvaney. You don’t have any opinions about it? They rep- 
resent themselves? Are they preying on their own members? Have 
you talked to the CFPB about this? 

Ms. Matz. Credit unions — when they ask us to cut our exam 
hours — are not representing the best interest of their members. 

Mr. Mulvaney. I am a credit union member. Are you a credit 
union member? 

Ms. Matz. I am. 

Mr. Mulvaney. I am a credit union member. I think they are 
representing me when they ask you to do that. In fact, I happen 
to believe that my credit union represents me fairly well. And as 
a member of that credit union, I like the fact that they are trying 
to guard my money and be fairly conservative with it. 

Ms. Matz. How are they guarding your money? 

Mr. Mulvaney. You have a budget that has gone up much high- 
er than the rate of inflation. You have a staff that is going up high- 
er than the other regulatory bodies, but let’s continue this line of 
reasoning. 

You said, when I asked you about why you didn’t like my bill, 
that you didn’t think that input from the credit unions into your 
budget process, more input, would be helpful. But you also said in 
response to a question to another Member earlier today that you 
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really thought that input from your own employees was helpful in 
that budget process. 

So what I hear, as a member of a credit union, is that you don’t 
think the input from the people who pay for you is helpful, but you 
do think that the input from the people that you pay is helpful. So 
help me reconcile what an ordinary human being would describe as 
self-serving crazy talk. 

Ms. Matz. I go out all the time and speak to credit union officials 
and board members. I have been doing this for 6 years in this term 
and 4 years in the last term. And I can tell you, the NCUA budget 
is not something that comes up. They talk about our regulations. 

Mr. Mulvaney. It comes up with me. 

Ms. Matz. But it doesn’t come up with me. 

Mr. Mulvaney. I represent one of the most heavily credit union 
districts in the country. It comes up with me all the time. So you 
are saying they never raised with you concerns about your budget? 
This is something that a trade association has drummed up in 
order to raise dues or something like that? 

Ms. Matz. That is what I am saying. 

Mr. Mulvaney. So you think that the credit unions are happy 
with your budget? 

Ms. Matz. I don’t think the credit unions really care about — 

Mr. Mulvaney. Now, wait a second. Let’s go back and say that. 
If it is not an issue for them, then what is the harm in going 
through the process that is laid out in my bill? What is the harm 
of having meetings with them, of having them have the opportunity 
to go over the line-by-line budget? If they are happy with your 
budget, and it is just an issue that is being ginned up by a trade 
association, what is wrong with passing my bill? 

Ms. Matz. We are an independent regulator, and while it might 
have a good intention, I don’t think it is good government to have 
the people who are regulated trying to participate in the budget- 
making process of the regulator, the regulator who determines how 
many exam hours it needs and where those hours are going. 

Mr. Mulvaney. Why not? 

Ms. Matz. Because I think it is influencing, negatively influ- 
encing. When I was on the Board last time — 

Mr. Mulvaney. Would you rather we just put you on a budget 
here? Would that solve a lot of problems, just not make the credit 
unions pay for you here, but have you be an appropriated regu- 
lator? Would you like that more? 

Ms. Matz. I am fine with the way it is. 

Mr. Mulvaney. Well, you are. But evidently the people that you 
regulate aren’t. So I am asking you, as opposed to having to answer 
to the credit unions because you don’t think it is right that they 
have input — that is what you just said. You said you don’t think 
it is right to have input in the budget if you are the one that is 
regulating them. That is fine. You don’t regulate us. You can come 
to us and ask for money. Would you rather have Congress looking 
over your shoulder than the credit unions? 

Ms. Matz. An independent regulator is not answerable to the en- 
tities it regulates. 

Mr. Mulvaney. Or to anybody, evidently. You are not answer- 
able to us. It took me 18 months to get a copy of your budget. So 
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I will ask you one last time over the last 8 seconds: Would you 
rather leave it the way that it is, or would you rather come into 
the appropriations process and have Congress oversee you? 

Ms. Matz. I am fine the way it is. 

Mr. Mulvaney. I figured you probably would be. Thank you very 
much. 

And thank you, Mr. Chairman. 

Chairman Neugebauer. I thank the gentleman. I would like to 
thank Chair Matz for appearing before the panel today. 

And, without objection, I would like to submit the following 
statements for the record: the Independent Community Bankers of 
America; the American Bankers Association; the National Associa- 
tion of Federal Credit Unions; the Credit Union National Associa- 
tion; the National Association of State Credit Union Supervisors; 
and the Joint State Banking Trade letter. 

The Chair notes that some Members may have additional ques- 
tions for this witness, which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 5 legis- 
lative days for Members to submit written questions to this witness 
and to place her responses in the record. Also, without objection. 
Members will have 5 legislative days to submit extraneous mate- 
rials to the Chair for inclusion in the record. 

I would also like to recognize some folks who are working for the 
people in the 19th District. We have some interns who are here at 
the hearing today, and we are glad to have them and glad to have 
them up for this summer. 

Without objection, this hearing is adjourned. 

[Whereupon, at 3:50 p.m., the hearing was adjourned.] 
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NCUA is the independent federal agency created by the U.S. Congress to regulate, charter, 
and supervise federal credit unions. With the backing of the full faith and credit of the 
United States, NCUA operates and manages the National Credit Union Share Insurance 
Fund, insuring the deposits of 100 million account holders in all federal credit unions and 
the overwhelming majority of state-chartered credit unions. 

At MvCreditUnion.gov and Pocket Cents . NCUA also educates the public on consumer 
protection and financial literacy issues. 
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Congressional Testimony 


Chainnan Neugebauer, Ranking Member Clay, and Members of the Subcommittee, the 
National Credit Union Administration appreciates the invitation to appear before you today. 

1 am Debbie Matz, NCUA Board Chairman. 

When i returned to the NCUA Board in August 2009, in the wake of the Great Recession, 
the credit union system was on the brink of collapse.* To prevent this, we developed an 
unprecedented mechanism to securitize $50 billion in toxic corporate credit union assets. 

Additionally, 35 } consumer credit unions holding $51. 6 billion in a.ssets were close to 
failing by May 2010. Compounding this situation, NCUA’s budget and staffing in the years 
leading up to the crisis had not kept pace with credit unions’ growth and increasing 
complexity. In fact, during the seven years leading up to the crisis, NCUA had cut a total of 
9 1 staff positions— even though credit union assets had increased by over 70 percent. 

During this same period, NCUA’s budget as a percentage of credit union assets declined by 
35 percent. NCUA was understaffed and under-resourced. 

Now, nearly six years later, we’ve rectified these problems for corporate credit unions and 
consumer credit unions. 

The corporate credit union system has experienced transformational changes. A series of 
NCUA rules beginning in 2010 will prevent corporate credit unions from taking the level 
and type of risk that caused the corporate credit union crisis. Regulations now prohibit 
purchases of private-label mortgage-backed securities, set clear investment concentration 
limits according to risk, increase incentives to diversify portfolios, and require higher- 
quality capital. 

Under a strong regulatory framework, corporate credit unions have changed their business 
model. After reducing reliance on investment yields, corporate credit unions now generate 
most earnings through transaction services and payments systems. Corporate credit unions 
are also gradually reducing reliance on capital contributions from member credit unions. 
They are instead building retained earnings. 

As a result of these changes, the 1 2 remaining corporate credit unions are collectively 
.stronger and pose much less risk to the Share Insurance Fund today than their predecessors 
did during the crisis. 


' Tlie term "credic union” is used throughout this tastimoHy to refer to fcderaily insured credit unions. As of March ^ 1, 
2015. the ft. 206 federally insured credit unions represent 98 percent ofaJI credit unions in the United States. NCUA does 
not oversee 128 privately insured, jaatc-chartered credit unions. 
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The consumer credit union system is also once again on a strong Footing. It has recovered 
to pre-crisis levels. 

Nationally, consumer credit unions are experiencing lower delinquency and charge-off 
rates, as well as rising earnings and net worth. Perhaps most significantly, the percentage of 
assets in troubled credit unions — which peaked at 5.8 percent of assets in May 2010 — has 
dropped to just 1 percent of assets. 

This turnaround has resulted, in part, from an improving economy. Credit is also due to the 
CEOs, managers, and boards who made tough choices to keep their credit unions solvent, as 
well as NCUA staff who supervised credit unions under very difficult circumstances. 

The experiences of the recent financial crisis have also informed NCUA's current budgeting 
decisions. Budgets cannot be aimed at consistent staff cuts, as was the case for seven 
consecutive years leading up to the Great Recession when die agency held budget hearings, 
instead, NCUA's resources and staffing need to keep pace with the risks and complexity of 
the credit union system. The NCUA Board has now achieved that appropriate balance, 
while preventing any unnecessary budget and staffing growth. 

The financial crisis also demonstrates why NCUA must maintain needed resources in 
positive economic cycles to prepare for downturns. As the crisis hit, NCUA quickly needed 
to augment our pool of examiners to address significant increases in the number of credit 
unions experiencing balance sheet and operational problems. However, developing fully 
seasoned examiners requires several years of training and experience, and there were 
limited talent pools from which to draw these experts. Moreover, other banking agencies 
were competing for this same talent as the crisis took hold. 

NCUA’s budget increases as a result of the crisis look place more gradually than at 
comparable financial institutions regulators. However, in the aggregate, the agencies’ 
operating budgets have increased by comparable amounts since the crisis. 

NCUA has also diligently worked during the last six years towards greater budget 
transparency. As a result. NCUA now leads financial institutions regulators in budget 
transparency. Our website contains a dedicated budget resource center with detailed 
information about the agency’s spending plans, annual fund audits, and a wealth of other 
budget information.^ 

Credit Union System Performance and Trends 

The credit union system continues to experience steady growth in members and assets. As 
of March 31, 2015, there were 6,206 credit unions serving 99,969,794 consumers and 
member businesses. Together, these credit unions hold in excess of $1.1 trillion in assets. 


^ See htto://\v\w.neua.i};o\’/ahout/Pages;Tnidget.a5TOi . 
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System Performance Improves 

The credit union system has recovered from the Great Recession and is performing well. 
Between the second quarter of 2009 and the first quarter of 2015, credit unions experienced 
improvements in earnings, asset quality, capital, and lending as follows: 


■ Earnings. Return on average assets for the credit union system has nearly tripled 
during this timeframe, rising from 0.27 percent to 0.78 percent. 

■ Asset Quality. Credit union asset quality has also improved. The delinquency ratio 
fell by more than half, decreasing from 1.60 percent to 0.69 percent. 

■ Net Worth. The net worth ratio for the credit union system climbed from 1 0.0 
percent to 10.8 percent. 

■ Lending. Total loans at credit unions grew by $1 5 1 .9 billion, more than 25 percent 
during this time period. Over half of the growth in credit union loans was in first 
mortgages. 


The performance of larger and smaller credit unions, however, varies significantly. The 
table below provides a summary of federally insured credit unions' current ratios and 
growth during the first quarter of 2015 by asset size for selected metrics.^ 


Credit Union Performance by Assets, First Quarter 2015 
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As shown above, the 468 federally insured credit unions with more than $500 million in 
assets continued to lead in most performance measures in the first quarter of20l5. With 
$817.1 billion in combined assets, the largest credit unions held more than 70 percent of the 
system’s total assets at the end of the first quarter and had a return on average assets of 91 
basis points. 

At the other end of the syiSem, 1,910 credit unions with assets under $10 million had a 
return on average assets of 19 basis points. Lending by the smallest credit unions declined 
by almost 6 percent for the year ending in the first quarter of 2015, while rising by 7.1 


’ Sec page 10or httn://vvww.iicua.eov/lxi»al/Dociin»cnjs.1tcDorts<yi'2niS0331.ndf for more informaiion about other 
tnclrics. 
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percent for the largest credit unions. Membership growth declined by 1 .7 percent for credit 
unions with assets under $10 million during the first quarter of 2015. while the largest credit 
unions collectively grew their membership by 4.6 percent. 

Consolidation Continues as Assets Grow 

As a result of the challenges that smaller credit unions continue to face, long-time 
consolidation trends within the system continue. As the chart below shows, the pace of 
credit union consolidation has been steady over more than two decades and across a variety 
of economic cycles, including the recession of the early 1990s, the bu.st of the technology 
boom in the early 2000s, and the recent Great Recession, 


Federally insured Credit Union Trends 1990-2014 



The trend has remained relatively constant after the passage of landmark laws such as the 
Credit Union Membership Access Act of 1998 and the Dodd-Frank Wall Street Reform and 
Consumer Protection Act of 20 1 0. This long-term credit union trend is very similar to the 
consolidation trends occurring among banks and thrifts. 

Despite the steady decline in the number of credit unions during the last 25 years, the assets 
within the credit union system have risen substantially over the same timeframe. Overall, 
assets have experienced a more than five-fold increase since 1990. Credit union 
membership also has nearly doubled over the same time period. 

Within the system, consolidation is primarily occurring among small credit unions. During 
the pa,st five years, 1 ,308 consumer credit unions have voluntarily merged.^ More than 90 
percent of these fonner credit unions had assets of $50 million or less at the time of the 
merger, and another 6 percent held assets between $50 million and $100 million. 


■* The five years slated here cover the last quarter of 2009 through the ilrst quarter of 201 5. 





Small credit union viability is being challenged by the convergence of a number of 
circumstances. The financial services sector is evolving rapidly, and it is difficult for less- 
resourced, smaller credit unions to keep pace with marketplace and regulatory 
developments. Additionally, small credit unions face challenges in attracting and retaining 
talent. Often when a long-term credit union manager of a small credit union retires, there is 
no successor. 

Another critical factor contributing to the decline in the number of small credit unions is an 
inability to take advantage of economies of scale. This results in higher operating costs and 
weaker earnings. Lack of size and scope also makes it difficult for smaller credit unions to 
adopt the technological and product innovations demanded by consumers. 

Today, just under half of credit unions with less than $50 million in assets provide the 
combined services of checking accounts, real estate loans, ATM and debit cards, and home 
banking services (including mobile banking), essential in today’s market. In contrast, all of 
these services are provided by virtually all credit unions with assets greater than $50 
million. These differences have persisted over the past ten years, underscoring the 
competitive challenges small credit unions confront. 

Other factors contributing to the decline of smaller credit unions include the lack of 
adequate succession planning to replace key employees who retire and the inability for a 
single-sponsor credit union to overcome losing its sponsor. Imprudent management 
decisions, insufficient internal controls, and fraud also have played a role in the system's 
consolidation. Fraud was a contributing factor to $337 million in losses for the National 
Credit Union Share Insurance Fund between 2010 and 2014 at liquidated credit unions of ail 
sizes.^ 

Support for Small Credit Unions 

Together, these statistics demonstrate the continued need for NCU A to support and assist 
small credit unions. Through our Office of Small Credit Union Initiatives, which 1 worked 
to create in 2005 during my first term on the NCUA Board, we offer training, information 
on successful growth and service strategics, and support opportunities for small credit 
unions to partner and collaborate. Additionally, the office provides aftlimativc assistance to 
small credit unions through free consulting, .such as the net worth restoration plan assistance 
required by the Federal Credit Union Act.'’ The office also awards grants and offers 


^ Congress established the National Credit Union Share Insurance f-und in 1970 as piirtoftltc Federal Credit Union Act 
(P.L. 91 >468) and amended the Share In.surancc Fund’s operations in 1984 (P.L. 98*369). The fund operates as a revolving 
fund in the U..S. Treasury under the administration of Ihe NCUA Doard for the purpose of insuring member share deposits 
in all federal credit unions and in qualifying slaie-cbancrcd credit unions that request federal insurance. Funded by 
federally insured credit unions, the Share Insurance Fund is backed by the full faith and credit of the United States. 
M2U,S,C. i790d(0(2). 
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reduced-rate loans to low-income credit unions, many of which are small credit unions.^ 
NCUA makes these grants and loans through the Community Development Revolving Loan 
Fund ereatcd by Congress.* 

Last year, the Filene Research Institute, an independent research firm, analyzed the impact 
of NCUA programs in helping small credit unions to survive and thrive. The study included 
data analysis, direct feedback, and a practitioner focus group. Specifically, the firm 
examined our small credit union initiatives from 2009 to 2013, consisting of: 

■ 44,738 hours of consulting services, at no charge to the credit unions; 

■ $6.5 million in grants and $21 .7 million in loans; and 

■ Training to 7,000 credit union employees and volunteers. 

The study demonstrated that our Office of Small Credit Union Initiatives was particularly 
effective in helping credit unions with assets from $1 million to $10 million grow into larger 
asset categories. Assistance from NCUA empowered many of these smallest credit unions 
to offer new services, leverage new technology, and market to new membership groups. 

I’he study found discemable effects from our efforts. Based on these insights, we further 
sharpened our focus. Starting in 2015, we switched entirely from onsite training to digital 
formats including videos, webinars, white papers, and an e-newsletter. Participation in our 
small credit union initiatives has increased more than tenfold. 

Looking forward, we intend to further research the 600 credit unions that successfully 
transitioned from small to large during the study timeframe. Those thriving credit unions 
will offer lessons for small credit unions and NCUA. 

Finally, where possible, NCUA seeks to keep regulatory and examination burdens as low as 
possible, by exempting small credit unions from certain rules and providing them with 
simplified compliance approaches for others. As discussed in greater detail later in this 
le.stimony, 2015 is the year of regulatory relief at NCUA. We are diligently working to 


’ A low'-income credit vinu>n is one in which a majority of its membership (50.01 percent) qualifies as low-iiiHime 
members, (.ow-incomc members are lho.se members who earn 80 percent or less than the median family income for the 
metropolitan area where they live, or the national metropolitan area, whiciicvcr is greater. In non*metn>politan streas. the 
qualification threshold Isa median family income at or below 80 percent of the state median family income for non* 
mulropoliUtn areas, or, if greater, the national median fatniiy income for non*metropolitan iircas. Under the Federal Credit 
Union Act, the low-income designation offers certain benefits and rcgiilatoiy relief, such as an exemption frtim the 
statutoiy cap on member busines.s tending, eligibility for Community Development Revolving l.oan Fund grants and low- 
interest loans, the iibiliiy to accept deposits from non-mcmbcrs. and auihori/ation to obtain supplemental capital. 

* Created and funded by Congress, the Community l>cvclopment Revolving t.oan Fund enables low-income credit unions 
to provide financial services and stimulate economic activities in undeserved comntunitics. as well ns reach members who 
have limited access to hitsic financial services. In 2014. NCUA awarded more than Si. 5 million in grants to 276 iow- 
inaimc ticsignated credit unions, of which 170 were first-time awardees. Demand lor these grants has consistently and 
significantly exceeded available appropriations. 







increase regulatory flexibility and provide enhanced powers within the framework of the 
Federal Credit Union Act. 

Regulatory Review Efforts 

NCUA is ever mindful of the impact of our regulations on credit unions, especially smaller 
ones. We are proactive in our efforts to identify outdated, ineffective, or excessively 
burdensome regulations. We also continually review and take appropriate steps to eliminate 
or ease burdens, whenever possible, without compromising safety and soundness. We take 
the.se actions through NCUA’s long-standing rolling regulatory review process, voluntary 
participation in the interagency Economic Growth and Regulatory Paperwork Reduction 
Act review process, and my Regulatory Modernization Initiative. 

Rolling Regulatory RevieH> 

Since 1987, NCUA has followed a well-delineated and deliberate process to continually 
review our regulations and seek comment from stakeholders, such as credit unions and trade 
as.sociations. Through this agency-initiated process, NCUA conducts a roiling review of 
one-third of our regulations each year — meaning that we review all of our regulations at 
least once every three years. 

This long-standing regulatory review policy helps to emsure NCUA's regulations: 

■ Impose only the minimum required burdens on credit unions, their members, and the 
public. 

■ Are appropriate for the size of the credit unions regulated by NCUA. 

■ Are issued only after full public participation in the rulemaking process, 

■ Are clear and understandable. 

Moreover, this rolling review is fully transparent. NCUA publishes on our website a list of 
the applicable regulations up for review each year and invites public comment on all of the 
regulations.^ 

Economic Growth and Regulatory Paperwork Reduction Act 

Additionally, NCUA is once again voluntarily participating in the ongoing interagency 
review process created by the Economic Growth and Regulatory Paperwork Reduction Act 
of 1996.'° EGRPRA requires the Federal Financial Institutions Examination Council and its 
member federal banking agencies to review their regulations at least once every 10 years to 
identify any rules that might be outdated, unnecessary, or unduly burdensome. NCUA is 
not required to participate in this process, but the agency has elected to do so. 


'' Sec l)Hn:,7ws-\v,ncua.am’/l-eeal/Rees/Paccs/Rcculalion<-iisDX . 
12U.S.C.3:m. 
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Under the EGRPRA review, each agency is issuing several categories of rules for public 
comment at regular intervals over two years — with an eye toward streamlining, 
modernizing, or even repealing regulations when appropriate. The categories developed 
and used by NCUA are; 


■ Agency Programs; 

■ Applications and Reporting; 

■ Capital; 

■ Consumer Protection; 

■ Corporate Credit Unions; 


Directors, Officers, and Employees; 
Money Laundering; 

Powers and Activities; 

Rules of Procedure; and 
Safety and Soundness. 


In May 2014, consistent with the other participating agencies, the NCUA Board released for 
review 33 regulations in the Applications and Reporting and Powers and Activities 
categories. NCUA subsequently received five comments. In response to these comments, 1 
established two internal working groups to consider possible changes in the areas of field of 
membership, as well as secondary and supplemental capital. The working groups conducted 
extensive outreach by consulting with multiple groups of stakeholders who expressed 
interest in these issues. The working groups are now reviewing stakeholders' suggestions 
from the first notice, as well as other ideas, and will make recommendations on potential 
regulatory and legislative changes in both areas before the end of 2015. 


In the agency’s second EGRPR.A notice in December 2014, NCUA opened 17 rules for 
comment in three additional categories: Agency Programs, Capital, and Consumer 
Protection. In response to this notice, NCUA received eight comments from stakeholders. 


After the first two EGRPRA notices, we received several actionable comments — and we 
have already taken action to address six important issues:" 


■ Easing Burdens on Smati Credit Unions. NCUA was urged to raise the asset 
threshold for defining a small credit union under the Regulatory Flexibility Act from 
$50 million to $ 1 00 million. In February, the NCUA Board unanimously approved 
a proposed rule with the intent to consider regulatory relief for three-fourths of all 
credit unions in future rulemakings. 

■ Expanding Fields of Membership. We received several ideas to enhance federal 
credit union charters. Our final rule on associational common bonds was approved 
by a majority of the NCUA Board in April. The final rule authorizes federal credit 
unions to automatically add 12 categories of associations to their fields of 
membership. 

■ Raising Capital. EGRPRA commenters asked NCUA to facilitate secondary capital 
for low-income credit union.s. We made secondary capital more attractive to 


More details on responses to IXiRPRA comments arc incitided in the section headed •“2015: I'he Year of Regulatory 
Relief." 





investors by posting timely revisions to NCUA's National Supervision Policy 
Manual in April. 


■ Extending Share Insurance Coverage. Several EGRPRA commenters also urged 
NCUA to provide pass-through share insurance for escrow accounts similar to 
lawyers’ trust accounts. In April, the NCUA Board unanimously approved a 
proposed rule to provide pass-throu^ coverage for accounts managed by realtors 
and funeral directors. The proposal specifically sought comments on whether to 
extend pass-through coverage to stored-value and prepaid cards. 

■ Consumer Complaints. EGRPRA commenters also suggested changing the way 
NCUA’s Office of Consumer Protection handles consumer complaints. In June, I 
announced NCUA's new consumer complaints process in a letter to credit unions.'^ 
The new process refers each complaint back to the credit union, which will have 60 
days to resolve the issue with its member before our Office of Consumer Protection 
considers whether to intervene. 

■ Member Business Lending. Finally, we received a wide variety of comments to 
ease regulatory limits on member business loans. At our open meeting in June, the 
NCUA Board unanimously approved a proposed rule to remove unnecessary' 
regulatory limits and permit credit unions to set their own prudent member business 
lending policies, consistent with the requirements of the Federal Credit Union Act. 

Clearly, we are not waiting until the end of the EGRPRA process. We arc responding to 
comments and taking action wherever warranted as soon as possible. 

NCUA’s third notice, covering an additional ten rules in three categories — Corporate Credit 
Unions; Directors, Officers, and Employees; and Money Laundering — was published on 
June 24, 2015. Comments are due by September 22. We are eager to hear new ideas about 
these rules, and we will consider every recommendation to improve them. 

Our final notice, covering the remaining two categories — Rules of Procedure and Safety and 
Soundness — will be published before the end of the year. 

As part ofNCUA's voluntary participation in the latest EGRPRA review, NCUA is 
evaluating the burden on credit unions for those regulations within NCUA’s control. The 
agency has included in the EGRPRA review all rules over which NCUA has drafling 


The thiinges to the National Supervision Polic}’ Manual \Vt\\ expedite the approval of secondary capital requests by 
NtTJA regional offices and make it possible for low-income credit unions with secondiiry capital to return portions of the 
loans lliat no longer count towards net worth. The changes were also designed to provide investors greater elarity and 
confidence. .See hup://w w w.ncu a .aov/N cw s/Pages/N \V20l50 406N SPMS ccondarvCat>ital.asnx for more information 
about the iow-tneome credit union secondary capital announcement. 

See him://w\vw.ncua.gov/Resourccs/Ctjs/l*agcs/l.Qj2fll5-04.asnx . 
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authority, except for certain rules that pertain exclusively to internal operational or 
organizational matters, such as our Freedom of Information Act rule. 

As our notice makes clear, however, credit unions also arc subject to certain rules issued or 
administered by other regulatory agencies, such as the Consumer Financial Protection 
Bureau and the Department of the Treasury’s Financial Crimes Enforcement Network. 
Because we have no independent authority or ability to change such rules, our notices — as 
do the joint notices prepared by the federal banking agencies— simply advise that comments 
submitted to us but focused on a rule administered by another agency will be forwarded to 
that other agency for appropriate consideration. 

Regulatory Modernization Initiative 

In September 201 i, I launched the agency’s Regulatory Modernization Initiative. The 
initiative balances two principles: 

■ Safety and soundness — strengthening regulations necessary' to protect credit union 
members and the Share Insurance Fund; and 

■ Regulatory relief — revising and removing regulations that limit flexibility and 
growth, without jeopardizing safety and soundness. 

In implementing this initiative, I have held regular in-person and online town-hall meetings 
to solicit feedback from stakeholders. These events have identified regulatory relief issues 
on which the agency has since acted. 

During its first three-and-a-half years, the initiative has resulted in 1 8 actions to cut red tape 
and provide lasting benefits to credit unions of all sizes. Specifically, NCUA worked to 
ease 1 0 regulations, providing regulatory relief to thousands of credit unions. NCUA also 
streamlined four processes, such as facilitating more than a thousand new low-income credit 
union designations and establishing an expedited process for examinations at smaller credit 
unions. NCUA additionally issued four legal opinions, allowing more flexibility in credit 
union operations. 

2015: The Year of Regulatory Relief 

Earlier this year, I announced NCUA's continuing commitment to the Regulatory 
Modernization Initiative’s efforts to provide regulatory relief.’^ As such, NCUA is working 
to ease burdens and expand powers in at least six areas in 20 1 5, including expanding 
regulatory relief consideration to even more small credit unions, facilitating access to 
supplemental capital for risk-based capital purposes, streamlining field-of-membership 


'■* Sec Appendix I for a compiete list of these actions. 

'■ See htto://\\'>vTt'.ncua iiov/Ne»'5L/r>oeuments/SP2ftlS()309MaHOAC-t>(lf . 
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requirements, eiiminating unnecessary fixed-assets limits, allowing qualified credit unions 
to securitize assets, and removing prescriptive provisions on member business lending. 

During their speeches at the same conference, NCUA Board Vice Chairman Rick Metsger 
and Board Member J. Mark MeWatters also expressed support for providing credit unions 
with prudent regulatory relief.'^ This relief will help credit unions of all sizes to better 
compete in a rapidly evolving marketplace. 

Updating the Small Credit Union Definition 

As noted earlier, NCUA issued a proposed rule in February to raise the asset threshold Irom 
$50 million to $100 million in assets for defining “‘small” credit unions under the 
Regulatory Flexibility Act. Under the proposal, a credit union could have up to $ 1 00 
million in assets and still be small enough for consideration of regulatory relief in future 
rulemakings. The $100 million threshold includes 76 percent of all credit unions. The 
proposed threshold would also be 10-times more than the $10 million asset threshold which 
was in place in 2009 when 1 returned to the agency. 

Counting Supplemental Capita! for Risk-Based Capital Purposes 

Over the years, NCUA has received many comments about supplemental capital. In fact, 
under current law. NCUA may count certain forms of debt as supplemental capital for the 
risk-based capital ratio. For example, subordinated debt could be issued to members and 
non-members, but it would be uninsured. This would require three changes beyond 
implementing risk-based capital. 

First, we would need to provide consumer and investor protections. Second, we would need 
to change the order of Share insurance Fund payout priorities to recognize that 
supplemental capital accounts are not insured. And third, we would need to set prudent 
standards for credit unions oflering subordinated debt to supplement their risk-based capital. 
This includes setting minimum redemption periods to ensure the capital i.s available to cover 
losses during times of stress. 

NCUA understands the need for supplemental capital in certain circumstances. As part of 
modernizing NCUA's risk-based capital rule, 1 am committed to allowing supplemental 
capital to be counted toward the risk-based capital ratio. The effective date of this change 
would coincide with implementation of NCUA’s modernized risk-based capital rule. 

Expanding Fields of Membership 

NCUA is also working to provide regulatory relief by modifying ourficld-of-membcrship 
rules. In April 2015, a majority of the NCUA Board approved a final rule on associational 


See hlip://wvw.nc»a.eov/News.'Df>cuments/SP20l50309Mci‘;cci<iA(?.txlf and 
hUn://\vvs\v.ncua.gov/New&'I)ocunicnls/SP20 1 50.1 1 tfMcWaHcniGA(\ndr . respectively. 
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common bonds granting automatic qualification to certain categories of associations the 
agency has routinely approved for federal credit union membership. 

In all, 1 2 types of associational groups will receive pre-approval, including alumni 
associations, religious organizations, electric cooperatives, and homeowner associations, 
among others. With the adoption of these streamlined field-of-membership procedures, 
federal credit unions will now spend less time filling out unnecessary paperwork and more 
time fulfilling their missions by serving their members. 

This final rule is the first of several significant field-of-membership improvements NCUA is 
pursuing this year. While remaining faithful to the Federal Credit Union Act, NCUA will 
propose new' rules for more expansive community charters, underserved areas, and 
occupational charters by the end of 2015. These changes will enhance the ability of federal 
credit unions to serve new members. 

Removing the Fixed-Assets Cap 

Earlier today, federal credit unions gained relief from current limits on fixed assets under a 
final rule approved by the NCUA Board. Specifically, the rule eliminates the five-percent 
aggregate limit on investments in fixed assets for all federal credit unions and provides other 
targeted relief. As a result, credit unions will be able to make decisions to upgrade 
technology, facilities, or other fixed assets without NCUA involvement. 

Permitting A sset Securitization 

As the credit union system grows in size and complexity, many credit unions have adopted 
more sophisticated financial innovations. Later this year, NCUA will consider a final rule 
to permit larger, qualified credit unions to securitize their assets. Securitization would 
provide these credit unions a new tool to manage liquidity and interest rate risk. 

Easing Member Business Lending Burdens 

Finally, within the parameters of the Federal Credit Union Act, NCUA is moving away 
from highly rigid, one-size-fits all member business loan underwriting requirements. Last 
month, the NCUA Board released a proposed rule to modernize our member business 
lending rules. The proposal incorporates input from credit unions engaged in business 
lending that requested further clarity on aspects of NCUA's member business lending rules. 
It also addresses several issues NCUA identified as often problematic — such as the member 
business lending waiver process and rigid lending limits — to allow credit unions to better 
serve their members' individualized business lending needs. 

Although NCUA’s regional offices approve many waivers, the waiver process can 
sometimes prevent a credit union from making a timely business loan. Determining 
whether to exempt a borrower from a personal guarantee or a loan-to-va!ue limit is a 
decision for credit union loan officers, based on prudent underwriting criteria. That’s why 






the proposed rule eliminates the business loan waiver process and lifts unnecessary limits on 
construction and development loans. 

The proposed amendments would also modernize the regulatory' requirements that govern 
credit union business lending activities by replacing die current rule’s prescriptive 
requirements and limitations — such as collateral and security requirements, equity 
requirements, and non-statutory loan limits — with a broad principles-based regulatory 
approach. 

NCUA recognizes that credit unions know their members’ needs better than regulators do. 
Business lending rules need to reflect that. Of course, NCUA will continue to provide 
guidance and supervise efTeciivcly for sound commercial lending practices. 

Improvements in the Examination Program 

Beyond issuing regulatory exemptions, expanding powers, adopting tailored rules, and 
removing rigid restrictions, NCUA is providing targeted regulatory relief by cutting burdens 
in the examination process. 

Small Credit Union Examination Program 

Since 2002, NCUA has followed a risk-focused exam program. This approach is designed 
to efficiently allocate agency resources to credit unions and areas of operations exhibiting 
the greatest potential risk exposure to the Share Insurance Fund. The program relies on 
examiner judgment to determine the areas needing review. Over time, NCUA has adjusted 
this approach by adding minimum scope requirements and establishing the National 
Supervision Policy Manual to ensure consistency of supervisory actions across the country. 

In 201 1 . we determined the resources used to complete examinations were not in balance 
with the credit union system’s risks. NCUA was spending more exam hours on the smallest 
credit union.s rather than on the largest credit unions that have the greatest concentration of 
the system’s as.set.s and the greatest potential risk expo.surc to the Share Insurance Fund. 

NCUA has since reallocated resources and concentrated supervision on credit union 
activities posing the most risk. The agency has put in place a targeted, .streamlined 
examination program for financially and operationally sound federal credit unions with less 
than $30 million in assets. NCUA field staff also have the discretion to choose a similarly 
streamlined, defined-scopc examination for federal credit unions with $30 million to $50 
million in tola! assets that received a composite CAMBL rating of 1, 2, or 3 at their last 
examination.” 


'’The CAMFL rating system is based on an evaluation ofGve critical elements oracrctlit union's operations; Capital 
adequacy. Asset qu.tlity, Management, Earnings, and Liquidity. The CAMEL rating system is designed to take into 
account and reflect alt significant Gnanciat. operational, and management Gictors that examineni assess in their evaluation 
of a credit luiion's performance and ri.sk proGlc. CAMEL ratings range from 1 to 5, with 1 being the highest rating. 
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Through the Sma!! Credit Union Ebcamtnation Program, NCUA spends less time, on 
average, in small, well-managed federal credit unions. This decreased examination burden 
refiects a reduced overall scope but is more precisely focused on the most pertinent areas of 
risk in small credit unions — lending, recordkeeping, and internal control functions. As a 
result, between 2012 and 2014, exam and off-site supervision hours allocated to credit 
unions with less than $50 million in assets decreased by nearly 1 5 percent. During the same 
time period, hours allocated to large credit unions with more than $500 million in assets 
increased by more than 12 percent. 

NCUA implemented the new procedures during the first quarter of 2015. For larger, more 
complex credit unions, NCUA continues to perform risk-focused exams. 

Broader Examination Reforms 

NCUA is further working to streamline the examination process for all credit unions by 
harnessing technology. Improvements in computers, software, and security arc allowing 
NCUA to design a new Automated Integrated Regulatory Examination System and revise 
our Call Report system. These advancements will improve NCUA’s off-site monitoring 
capabilities, thereby generally reducing the overall time NCUA spends onsite at credit 
unions conducting examinations in the future. 

To improve consistency in the way field staff develop and use documents of resolution, 
NCUA also revised our policy and procedures in 2013 to clarify how and w'hen documents 
of resolution should be used.'* The new policy states documents of resolution should only 
be used to address issues significant enough that a credit union’s failure to correct tJie 
problem w'ould necessitate the examiner recommending an enforcement action. In addition, 
examiners must cite the appropriate law, regulation, or authoritative NCUA policy when 
including an issue as a finding or document of resolution In the examination report. 

These procedural changes have resulted in clearer expectations for credit unions and NCUA 
field staff, as well as greater consistency nationwide in the examination proce.ss. A.s a result 
of these changes and an improved economy, the agency has experienced a decline in the 
number of documents of resolution issued. 

Revised Proposed Risk-Based Capital Rule 

In the wake of the Great Recession, NCUA applied the lessons we learned to put in place 
new rules addressing corporate credit unions, liquidity and contingency planning, stress 
testing, and interest rale ri.sk. among others. At this time, modernizing risk-based capital 


Examiners use documenis of rcsotulion loouflinc plans and agrecmenls reached with credit union ofTicialsto a-ducc 
areas of unacceptable risk. An area of unacceptable risk Is one for which mana^ment does not have the proper structure 
for identifying, mc.'isnring, monitoring, controlling, and reporting risk. 
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standards for complex credit unions is the last significant safety and soundness rulemaking 
outstanding under the Regulatorj' Modernization Initiative. 

The Federal Credit Union Act requires the NCUA Board to adopt by regulation a system of 
prompt corrective action for federally insured credit unions that is “comparable to” the 
Federal Deposit Insurance Act.'^ The Federal Deposit Insur^ce Corporation modernized 
its risk-based capital system in 2013. The NCUA Board unanimously proposed a 
comparable risk-based capital rule in January 201 4. 

After reviewing the comments on the original risk-based capita! proposal, the NCUA Board 
issued a revised proposed rule in January of this year. 

NCUA’s primary goals for the revised proposed risk -based capital rule remain the same as 
the original proposal: 

■ To prevent or jnitigate losses to the Share Insurance Fund by having a better 
calibrated, meaningful, and more forward-looking capital requirement to ensure 
credit unions can continue to serve their members during economic dowTitums 
without relying on government intervention or assistance; and 

■ To modernize the risk -based capital calculations and framework, in accordance with 
the Federal Credit Union Act's directives. 

The new proposal significantly narrowed the proposed rule’s scope by redefining 
“complex” credit unions. Under this rulemaking, a majority of the NCUA Board proposed 
to limit the risk-based capital requirement to credit unions with more than $100 million in 
assets, rather than the $50 million threshold contained in the current rule and the earlier 
proposal. 

By increasing the asset threshold, the revised proposed rule exempts more than three- 
quarters of credit unions. As a result, the revised proposed rule covers 1,455 credit unions 
that hold 89 percent of the system’s assets.’® In comparison, the original proposal covered 
2,237 credit unions representing 94 percent of the system's assets.^* The revised proposal 
also would result in the downgrade of fewer credit unions.^^ 

As requested by stakeholders, including many members of the House Financial Institutions 
Subcommittee, the revised proposed rule includes significant changes to the risk weights for 
invcslmcnls, real estate loans, member business loans, corporate credit unions, and credit 


IIU.S.C. l790dlb){})(A)iu)d12U,S.C. 183lo.ruspeclivcly. 

Dasa as of December 31. 2013. 

Data as ofDecemberS 1. 2013. 

The reformulated risk-ba-sed capital proposal would doxsitgrade (he capital staHisofjust 19 of 1, ■155 cowicd credit 
imions. based on data as ofDecembcr 3 1,2013. For more ioformrUion about the revised risk -based base<i capital proposed 
rule, .see littn://www,ncua.gov/Resoun;e.s/Pages/ri.sk-ba.scd-caoilal-rcsourccs.asnx . 
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union service organizations. The risk weights contained in the new proposal are generally 
comparable to, or more favorable than, the risk weights applied to banks hy federal banking 
agencies. 

Overall, 78 percent of credit union assets subject to the revised proposed rule would receive 
a comparable risk weight to that of the other banking agencies, and 1 9 percent would 
receive a lower risk weight. After eliminating assets not directly comparable to banks, just 
3 percent of covered credit union assets would receive a more conservative risk weight than 
that of the other banking agencies. This is primarily due to incorporation of concentration 
risk, which is required by the Federal Credit Union Act for credit unions, but not required 
by the Federal Deposit Insurance Act for banks and thrifts. 

The extended comment period on the revised proposed risk-based capital rule closed on 
April 27, 2015, and NCUA is thoroughly reviewing all comments received before the Board 
moves forward on a final rule. 

NCUA Operating Budget 

The NCUA Board takes stewardship of the agency’s budget very seriously and exercises 
careful due diligence to ensure the agency prudently uses resources, in developing budgets, 
the agency’s guiding principle is commitment to our dual mission as insurer and regulator — 
to provide, through regulation and supervision, a safe and sound credit union system which 
promotes confidence in the national system of cooperative credit. 

Set forth in the ACU/l Strategic Flan 20 J 4 through 20 J 7, the agency’s strategic goals and 
objectives provide a framework to ensure agency priorities and initiatives drive resulting 
resource needs and allocations. The agency’s annual performance plans then provide the 
framework to execute the multi-year strategic plan and undertake tasks in NCUA’s major 
programs. NCUA uses both the strategic and annual performance plans to develop the 
agency’s Operating Budget. 

The strategic plan, which is released for public notice and comment, includes the following 
priorities; 

■ Manage operational vulnerabilities by implementing a robust supervision framework 
for financial reform regulations, including interest rate risk and stres.s testing; 

■ Prepare for and promote awareness of critical risk issues and related threats such as 
cybersecurity risks; 

■ Develop and promote financial literacy education and consumer protection 
programs; 

■ Develop and communicate guidance to credit unions to explain regulatory changes 
and best practices; and 

■ Strengthen security programs and communicatiorts. 

As initially approved by the NCUA Board last November, the agency’s 2015 Operating 
Budget is $279.5 million. As shown in the chart on the next page, 72 percent of NCUA’s 






budget is used for pay and benefits. Travel costs constitute another 1 1 percent of the 
budget, while contracted services account for 9 percent of the budget. The remaining 8 
percent of the budget includes administrative expenses, as well as payments for rent, 
communications, and utilities. 



The 2015 budget also authorizes 1,268.7 full-time equivalent staff. After initially ramping 
up to respond to the system’s challenges identified during the Great Recession, NCUA's 
overall staffing has since remained relatively flat. 

The chart below outlines the Board-approved staffing levels since 2000, in comparison to 
the growth in the credit union system’s assets. As the chart demonstrates, NCUA during the 
last five years has worked to efficiently allocate our staff so as to be able to identify and 
mitigate risks to the system even as the assets of the credit union system have continued to 
grow. 


NCUA Stanin9 Lev*la Comparod to System Assets 2000-40T5 
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The 2015 Operating Budget represents a 4.2 percent increase over the prior year. As 
demonstrated in the chart below, this change was the smallest percentage increase in eight 
years. And earlier today, during the mid-session budget review, a majority of the NCUA 
Board voted to reprogram the Operating Budget and Coital Budget with a net savings of 
more than $1.3 million for the remainder of the year. This budget savings reflects a 
concerted effort by every NCUA office to increase efficiencies and reduce line items 
wherever possible, while still achieving the agency’s mission. 



Not only does NCUA prioritize controlling expenditures, the agency is also highly 
efficient. NCUA spends less than $250 protecting every $I million in system assets. 'ITtis 
figure is down significantly since 2000, when the cost per $1 million in system assets was 
$328. The chart below demonstrates the agency’s commitment during the last five years to 
maintaining operating efficiencies and keeping spending as a portion of credit union system 
assets flat. 
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NCUA aiso achieves budget efficiency by collaborating with our state counterparts to 
support their oversight of federally insured, state-chartered credit unions. NCU A provides 
and covers the costs of training and computers for state credit union examiners. We also 
upload state reports into our databases. Moreover, NCUA works closely with state 
regulators to minimize exam burdens for 1,915 state-chartered credit unions with less than 
$250 million in assets. We primarily rely on state examination,s at these credit unions for 
purposes of assessing risks to the Share Insurance Fund. 

Developing the Budget 

The NCUA budget process begins mid-year with each office developing a budget request 
identifying resources required to support NCUA's mission and strategic goals and 
objectives. All budgets are developed using a zero-based budgeting process. This bottom- 
up process means ail staffing hours and each expenditure must be justified each year. 

One of the primary inputs in the budget development process for NCUA’s five regional 
offices and the Office of National Examinations and Supervision is a comprehensive 
workload analysis that captures the amount of time necessary to conduct examinations and 
supervision of federally insured credit unions. Field staff recommend the number of hours 
to supervise each credit union based on asset size, complexity, and financial trends. 
Workload estimates are then refined by each level of field management. These analyses 
cumulatively cover 72 percent of NCUA’s total staff. 

The budget submission of each office undergoes thorough review by the responsible 
regional or office director, the Chief Financial Officer and his staff, and executive 
leadership. NCUA’s Information Technology Prioritization Council also meets with 
regional and central offices to review and prioritize software initiatives and align those 
information technology investments with NCUA’s mission. 

Throughout this iterative budget process, the Executive Director and the Chief Financial 
Officer regularly brief each Board Member on the overall budget proposals that are 
submitted, updated, and recommended. The budget and its alignment with agency mission 
and the strategic plan is also thoroughly vetted at each stage of the process at every level of 
the agency. 

After months of work, NCUA's Chief Financial Officer presents the proposed Operating 
Budget and Capita! Budget for approval during the November open meeting of the NCUA 
Board. As part of this process, NCUA releases a memorandum that describes the proposed 
budgets in detail and requested staffing levels. 

Reallocating Staff 

The evolution of many credit unions into larger, more complex financial institutions poses a 
greater concentration risk to the Share Insurance Fund. Larger, more complex in.stkutions 
require more examiners with specialties in certain operations — from sophisticated 
investments to specialized lending to cutting-edge technology. 
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To efficiently manage shifting workloads, we work to reallocate existing staff and resources 
by aligning our budget with credit union system risks, economic trends and the agency’s 
strategic priorities. For example, to address emerging risks, the 2015 budget reallocated 18 
existing regional staff from generalists to specialists in capital markets, lending, and 
information systems. 

The 2015 budget added a net of 4.2 full-time equivalents to achieve other important goals 
and objectives of NCUA’s strategic plan. We achieved this change by eliminating five 
general examiner positions and adding nine slots to enhance supervision, cybersecurily 
awareness, consumer protection, small credit union a,ssistance, and security programs. 

Budget Transparency and Accountability 

NCUA is committed to financial transparency and provides the public with information 
concerning the agency's budget and spending. As noted at the beginning of my testimony, 
our website has a dedicated resource center with detailed information on our budget. On 
this website is a wealth of budget information, including: 

■ Board memorandums on the budget; 

■ Budget briefing summaries and slides; 

■ Answers to budget questions submitted by stakeholders; 

■ Spending breakdowns by each office for all major budget categories: pay and 
benefits, travel, contracting, administration, rent, communications and utilities; and 

■ Fact sheets on: budget and financial transparency, the budget process, the agency’s 
procedures for prioritizing information technology expenditures, the procurement 
process, and NCUA budget savings. 

Annual financial audits of all funds under NCUA management are also posted to our 
website as soon as they are available. This information enhances transparency by providing 
detailed disclosures of our budget and budget-making processes. A.s a result of this online 
transparency, NCUA's budget disclosures greatly exceed the disclosures of other financial 
institutions regulators. 

Recognizing the value in the exchange of ideas, I also seek insights and input on an ongoing 
basis from stakcholder.s in a variety of settings. From one-on-one meetings to town-hall 
settings, conferences, and coordinated field meetings. I am accessible to discuss the budget 
and other matters. I routinely crisscross the country speaking to and meeting with tens of 
thousands of credit union officials representing every state. 

To further my commitment to enhanced transparency and effective communications, I have 
also held 1 8 in-person Listening Sessions and 1 1 online town-hall webinars since rejoining 
the NCUA Board, and 1 will host another webinar next week. My Listening Sessions and 
webinars arc open to all interested parties. 
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Monthly, Quarterly, Semiannual, and Annual Financial Reports 

The Chief Financial Officer also reports quarterly to the NCUA Board at public meetings on 
the financial status of the National Credit Union Share Insurance Fund and the Temporary 
Corporate Credit Union Stabilization Fund. Video, audio, and written transcripts of these 
reports are posted on NCUA's website for a full year. 

In addition, NCUA publicly posts interim reports throughout the year on the fiscal status of 
the agency's four permanent funds. These funds include the: 

■ Operating Fund, 

■ National Credit Union Share Insurance Fund, 

“ Central Liquidity Facility, and 

■ Community Development Revolving Loan Fund. 

The agency maintains an extensive website on die corporate resolution costs and related 
NCUA Guaranteed Notes used to fund the toxic corporate credit union assets. NCUA 
continues to update information at least semiannually to provide transparency on both the 
Corporate System Resolution Costs and NCUA Guaranteed Notes Program sections of our 
website.*^ All Stabilization Fund financial statements are posted by the Office of the 
Inspector General on the website, as well.^^ NCUA remains committed to informing 
stakeholders on the continued progress of the corporate system resolution program and will 
continue to publish updated information over the life of the Stabilization Fund. 

The agency’s securitization strategy for the toxic assets is being managed to achieve the 
lowest po.ssible resolution cost. At the height of the crisis in 2009. the total unpaid principal 
balance for the toxic assets (mostly private-label, residential mortgage-backed securities) 
was $52.7 billion, but their market value was less than $22 billion. Thus, market losses 
from the five failed corporates would have exceeded $30 billion, an amount far in excess of 
the Share Insurance Fund's then $1 1 billion balance available to cover those losses. 

As of December 2014, the unpaid principal balance of the toxic assets has declined to less 
than $22 billion, and the market value is $16.7 billion. The midpoint for total projected 
corporate system resolution costs has decreased to $8.8 billion from the original 2010 
estimate of $15 billion, The economic recovery and NCUA's diligent pursuit of legal 
recoveries from Wall Street firms involved in the underwriting and sale of faulty securities 
sold to the corporates account for the improvements in overall corporate resolution cost 
projections. To date, NCUA has recovered more than $1.75 billion from Wall Street firms 
whose actions cau.sed the failure of five corporate credit unions. 
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NCUA’s audited financial statements for all four of our permanent funds and the Temporary 
Corporate Credit Union Stabilization Fund, including all notes, provide a comprehensive 
picture of NCUA’s spending and financial performance. NCUA’s financial statement 
presentation and footnote disclosures are presented as required by Generally Accepted 
Accounting Principles, and all NCUA funds have received clean audit opinions. For the 
Share Insurance Fund, expenditure data is aggregated within the principal financial 
statements as required by GAAP, but more detailed information can be found within the 
financial statement disclosures. 

Finally, in compliance with federal law, a portion of NCUA’s Operating Budget is 
reimbursed from the Share Insurance Fund through the overhead transfer. The overhead 
transfer allocates expenses associated with insurance and regulatory compliance functions. 
The percentage of the Operating Budget paid for by the Share Insurance Fund is also 
presented to the NCUA Board for approval each year at the November open meeting. 

NCUA’s methodology for calculating the overhead transfer rate w'as validated in 20 1 1 and 
2013 by PricewaterhouseCoopers LLP in independent studies which were released 
publicly."^ In response to feedback from the credit union community and to obtain more 
frequent public input on the overhead transfer rale going forward, NCUA will solicit 
comments on the overhead transfer rate methodology every three years in conjunction with 
the public review of the agency’s strategic plan. 

Legislative Initiatives 

Before closing my testimony. I would like to reiterate NCUA’s support for congressional 
action in three areas: vendor authority, member business lending, and supplemental capita! 
for net worth purposes. 

Vendor Authority 

Since NCUA last testified in April 2015 before the House Financial Institutions 
Subcommittee, both the Government Accountability Office and the Financial Stability 
Oversight Council have recommended legislative action to provide NCUA with 
examination and enforcement authority over third-party technology service providers. 
Obtaining this authority over third-party vendors — including credit union service 
organizations, or CUSOs for short — is my top legislative priority. 

In its July 2015 report, GAO recommended that Congress consider granting NCUA 
examination authority over technology service providers.^^ The GAO report notes that 
NCUA has a limited ability to assess the risks third-party vendors pose for credit unions and 


See h{tn://vv%vu',ncuii.tio\/-jhniit/Doaiinents/Biidget/M isc% 20r>(icumcnt s/2QllPv\ C()TRRcvicv \\D(lf for the 2f)l 1 study 
and httD:/Avw'\v.nciia.gov/about/[)ocumcnts/But1gcl/20i3/20t3(:TSAnalvsis.pdf for the 2013 study. 

See htln://www.gao.gov/pf(>duct.VC».AO-l 5-509 . 
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ultimately the Share Insurance Fund, and to respond to any problems.^^ NCUA may only 
examine CUSOs and vendors with their permission and cannot enforce any recommended 
corrective actions. This lack of authority stands in contrast to the powers of the Federal 
Deposit Insurance Corporation, the Office of the Comptroller of the Currency, the Board of 
Governors of the Federal Reserve System, and most state regulators. 

FSOC made a similar recommendation in its annual report released in May 2015.^* 
Specifically, FSOC supports the granting of examination and enforcement to NCUA and to 
oversee third-party service providers engaged wifli credit unions. The report notes that this 
legislative change would “enhance the security of third-party service providers and the 
critical services they provide.” 

As noted in our most recent testimony before this panel, NCUA is seeking to close a critical 
regulatory blind spot: non-transparent, ongoing risks to the credit union system from certain 
types of CUSOs and third-party vendors that either originate loans or are business 
technology providers or payment system providers.^^ Without vendor authority, NCUA 
cannot accurately assess the actual risk present in the credit union system. NCUA needs the 
authority to determine whether current CUSO or third-party vendor risk-mitigation 
strategies are adequate and can effectively protect the system from a propagated contagion. 

NCUA is especially concerned about our ability to effectively mitigate cybersecurity threats 
without third-party vendor authority. Our cybersecurily concerns predominantly relate to 
cyber-threats against financial services vendors, some of which may exclusively serve large 
numbers of credit unions or that have access to extensive personally identifiable information 
for millions of credit union members. NCUA needs to exercise oversight to ensure proper 
and robust safeguards are in place to protect such systems and data. With respect to such 
technology service providers, NCUA would seek information related to their cybersccurity 
safeguards, ongoing vulnerability assessments, and mitigation strategies in the event of their 
being compromised. 

Today, the lop five technology service providers serve more than half of all credit unions 
representing more than 75 percent of the credit union system's assets. 11105. a failure of 
even one vendor represents potential risk to the Share Insurance Fund. 

The potential for losses are not hypothetical. Since 2008, nine CUSOs have cau-sed more 
than $300 million in direct losses to the Share Insurance Fund and led to the failures of 
credit unions with more than $2 billion in aggregate assets. In one such example, one 
CUSO caused losses in 24 credit unions, some of which failed. 
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If granted this authority, I want to assure Congress there would be no material change in 
NCUA’s budget. NCUA does not intend to use this authority to regularly examine every 
CUSO or third-party vendor, especially those posing limited risks. NCUA would use this 
power to focus on examining those vendors with red flags or posing greater risks. When 
material or widespread safety and soundness issues arc identified, we would have the 
authority to mitigate tlie risk and decrease losses for the Share Insurance Fund. NCUA 
would also coordinate with the banking regulators through the Federal Financial Institutions 
Examination Council to conduct third-party reviews of non-CUSOs. 

Member Business Lending 

NCUA also continues to support legislation to adjust the member business lending cap, such 
as the bipartisan Credit Union Small Business Jobs Creation Act. Sponsored by 
Congressmen Royce and Meeks, H.R. 1 1 88 contains appropriate safeguards to ensure 
NCUA can protect safety and soundness as qualified credit unions gradually increase 
member business lending. 

For federally insured credit unions, the Federal Credit Union Act limits member business 
loans to the lesser of 1 .75 times the level of net worth required to be well-capitalized or 1 .75 
times actual net worth, unless the credit union qualifies for a statutory exemption.^"^ For 
smaller credit unions with the membership demand and the desire to serve the business 
segments of their fields of membership, the restriction makes it very difTicult or impossible 
to successfully build a sound member business lending program. As a result, many credit 
unions are unable to deliver commercial lending services cost effectively, which denies 
small businesses in their communities access to an affordable source of credit and working 
capital. 

These credit unions miss an opportunity to support the small business community and to 
provide a service alternative to the small business borrower. Small businesses are an 
important contributor to the local economy as providers of employment, and as users and 
producers of goods and services. NCUA believes credit union members that are small 
business owners should have full access to financial resources in the community, including 
credit unions, but this is often inhibited by the statutory cap on member business loans. 

Supplemental Capital for Net Worth Purposes 

Finally, NCUA reiterates our support for legislation to allow more credit unions to access 
supplemental capital, such as Ff.R. 989, the Capital Access for Small Businesses and Jobs 
Act. Introduced by Congressmen King and Sherman, this bipartisan bill would allow 
healthy and well-managed credit unions to Issue supplemental capital that will count as net 
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worth. This legislation would result in a new layer of capital, in addition to retained 
earnings, to absorb losses at credit unions. 

The high-quality capital that underpins the credit union system is a bulwark of its strength 
and key to its resiliency during the recent financial crisis. However, most federal credit 
unions only have one way to raise capital — ^through retained earnings, which can grow only 
as quickly as earnings. Thus, fast-growing, financially strong, well-capitalized credit unions 
may be discouraged from allowing healthy growth out of concern it will dilute their net 
worth ratios and trigger mandatory prompt corrective action-related supervisory actions. 

A credit union's inability to raise capital outside of retained earnings limits its ability to 
grow its field of membership and to offer greater options to eligible consumers. 
Consequently, NCUA has previously encouraged Congress to authorize healthy and well- 
managed credit unions to issue supplemental capital that will count as net worth under 
conditions determined by the NCU.A Board. Enactment of H.R. 989 would lead to a 
stronger capital base for credit unions and greater protection for taxpayers. 

NCUA stands ready to work with Congress on H.R. 989, H.R. 1 1 88, and the agency’s 
legislative proposal on vendor authority. 

Conclusion 

In closing, the credit union system is now headed in the right direction. Both the credit 
union system and NCUA are in remarkably better condition than when I became Chairman. 

We have ensured that NCUA has the resources needed to effectively oversee credit unions. 
NCUA has also worked to put in place new rules to protect the credit union system and 
provide regulatory relief through the Regulatory Modernization Initiative. 1 will continue 
working to protect the safety and soundness of credit unions and to safeguard the ! 00 
million credit union account holders who arc federally insured by NCUA. 

I look forward to your questions. 
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APPENDIX I 

National Credit Union Administration 
Regulatory Modernization Initiative 
September 2011-June 2015 Results 


A ACTIONS 





IMPKOVED RULES 


Modernized 
Definition of 
“Small” Credit Unions 

• In 2013, expanded NCUA's consideration of regulatory exemptions for credit 
unions with assetsof less than S50 million, up from the previous SI 0 million. 

• Exempted two-thirds of the entire credit union system from NCUA rules on 
risk-based net wordi and interest rate risk management. 

• Eased the compliance requirement for small credit unions to access 
emergency liquidity. 

• Doubled the number of credit unions receiving special consideration for 
regulatory relief in future NCUA rulemakings. 

• To further regulatory relief, in 20 1 5 the NCUA Board proposed to double the 
threshold to SlflO million. 

Eased Troubled Debt 
Restructurings 

• Encouraged credit union loan modifications and ended manual reporting. 

• Prevented unnecessary foreclosures. 

• Kept more credit union members in their homes throughout the crisis. 

Expanded 

Rural Districts 

• Raised potential membership for federal credit unions in rural districts from a 
hard cap of 200.000 residents to a sliding scale; 250.000 residents or .3 
percent of the state population, whichever is larger. 

• Permitted federal credit unions to serve niral districts and Indian reservations 
in stales experiencing extraordinary population growth, as well as in smaller 
states. 

Authorized 
“Plain Vanilla” 

Derivatives 

« Encouraged qualified federal credit unions to use “plain vanilla” derivatives 
to reduce risks. 

« Permitted approved federal credit unions to continue mortgage lending while 
offsetting interest rate risk. 

• Protected the credit union system by providing an extra buffer against 
potential losses at large credit unions. 

Approved Treasury 
Inflation-Protected 
Securities 

« Offered federal credit unions an additional investment backed by the federal 
government with zero credit risk. 

• Provided returns indexed to inflation rates rather than interest rales. 

Established Charitable 
Donation Accounts 

• Empowered federal credit unions to safely pool investments designed to 
benefit national, state, or local charities. 

Eliminated the 
Fixed-Assets Cap 

• Eliminated federal credit unions' 5-percent cap on fixed assets. 

• Empowered federal credit unions to make their own business decisions on 
purchases of land, buildings, office equipment, and technology. 

Proposed Asset 
Securitization 

• Would let qualified federal credit unions to securitize their own assets. 

• Offered as an additional tool to manage interest rate and liquidity risks. 
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?»CUA ACTIONS 

^ ' BENEFITS 

Expedited Field of 
Membership Expansions 

• Authorized !2 new D'P®* of associational groups to receive automatic pre- 
^proval for inclusion in a federal credit union’s field of membership- 

Proposed Modernizing 
Member Business 
Lending 

• Removed rigid requirements to provide credit unions with greater flexibility 
and individual autonomy in prudently providing member business loans. 

• Implemented a princtples-based regulatory approach to commercial 
lending. 



S I UL VMLINED 
PROCESSES 


Low-Income Credit 
Union Designation 

• Implemented an “opt-in” process whereby eligible credit unions can simply 
say "yes” to receive the low-income designation. 

• More than doubled the number of low-income designations, reaching more 
than 2,300 credit unions serving 30 million members. 

• Low-income credit unions are authorized by statute to expand member 
business lending beyond the statutory’ cap, obtain supplemental capital, 
raise non-member deposits, and apply for Community Development 
Revolving Loan Fund grants and loans. 

Blanket 

Waivers 

• Released guidance encouraging credit unions to apply for blanket waivers 
for member business loans meeting certain conditions. 

• Eliminated the requirement for many business owners to pledge personal 
guarantees against loans with high-value a>Ilatcral based on sound 
underwriting principles. 

Expedited 

Examinations 

• Created an expedited exam process for well-managed credit unions with 
CAMEL ratings of 1. 2. or 3 and assets of less than $30 million, with the 
program expanding to $.^0 million in 2015. 

• Enabled these credit unions to dedicate more resources to serving members. 

Facilitated 
Secondary Capital 

• Provided policy flexibility for low-income credit unions to redeem 
secondary capital at investors’ requests. 


ISSUED LEGAL 
OPINIONS 


Extended 

Loan Maturities 

• Permitted loan maturities up to 40 years after loan modifications. 

• Significantly reduced monthly payments for borrowers in need. 

Expanded 

Vehicle Fleets 

• Modernized the definition of ‘'fleet'’ from two to five vehicles for member 
business loans. 

• Provided regulatory relief and expanded access to credit for .small 
businesses and startups. 

Modernized 

Service Facilities 

• included full-service video tellers in the definition of federal credit union 
service fitcilities, 

• Empowered federal credit unions to expand .services in underserved areas 
without necessarily purchasing more brick-and-mortar branches. 

Changing Charters 
in Mergers 

• Permitted credit unions to change charters to facilitate voluntary mergers. 

• Retained credit union service for members of merging credit unions. 



Oily before tlie House fiTiancm} ]»siftutiGns:Sui:^ii3mitteo . ■ 1 
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Building Success. Together. 


July 22, 2015 

The Honorable 
Chairman 
Subcommittee < 
and Consumer 
House Financia 
Washington, D( 

Dear Chairman Neugebauer and Ranking Member Clay: 

We understand that the Subcommittee plans to hold an oversight hearing Thursday, July 23 to look 
into the National Credit Union Administration (NCUA). We strongly commend the Subcommittee's 
efforts to provide much needed oversight of the NCUA. Although the hearing will be focused on 
NCUA’s budget, we write to make you aware of what we believe are much more serious issues that 
warrant strong Congressional oversight. Once called a "rogue federal agency" by a federal judge, 
over the past month it has become obvious that NCUA has again become a cheerleader for the $1 
trillion industry it is charged with supervising. 

Congress established a very specific statute designed to focus the credit union industry, which enjoys a 
massive $25.39 billion federal subsidy over 10 years from its tax exemption, on its mission to serve 
consumers of modest means. However, in the name of “regulatory relief," NCUA’s Chairman has 
announced her intention to circumvent the most critical statutory limits, despite Congress’s continued 
choice not to enact reforms. In a June 25, 2015 speech, NCUA’s Chairman announced that she will 
provide what amounts to the credit union industry's entire legislative agenda — dramatically increased 
business lending authorities, field of membership expansion, and supplemental capital — through 
regulation. “Regulatory relief’ docs not mean promoting explosive growth of the credit union 
industry at the expense of taxpayers, community banks, or the communities those banks serve. 

The agency's new proposed rule on business lending is a stunning snub to Congress. NCUA claims 
authority to raise the statutory cap on credit union business lending through regulatory fiat. The 
12.25% of assets cap was a deliberate policy choice made “to ensure that credit unions continue to 
fulfill their specified mission of meeting the credit and savings needs of consumers, especially persons 
of modest means, through an emphasis on consumer rather than business loans"'— Senate Banking 
Committee Report 105-193. Acting with willful blindness to Congressional intent, NCUA now claims 
12.25% is “shorthand" for the cap, and that the agency can raise it on its own. This is a striking about 
face; NCUA’s current Chairman testified to Congress twice in 201 1 that 12.25% is the cap, and 
advocated for legislation to raise it — legislation unnecessary if NCUA had these powers all along. 
NCUA’s creative reading of the statute is also incorrect, a detailed conversation we are happy to have 
with the Committee. 

NCUA’s proposal would also make the cap irrelevant, an even more troubling reality. By removing 
limits on business loan participations to non-members and “clarifying” that these loans are exempt 
from the 12.25% cap, NCUA will enable a massive, risky loan syndication program that will allow 
credit unions a much higher concentration in business loans. This will enable credit unions to engage 
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even further in risky activities like large multimillion-dollar commercial real estate lending, fueled by 
a taxpayer subsidy. NCUA has not established that it is prepared to supervise institutions with a 
dramatically expanded business loan portfolio. This is an agency with a demonstrated poor track 
record when it comes to supervision, as has been chronicled by the Government Accountability Office 
and NCUA’s own Inspector General. NCUA says it will provide guidance to credit unions and a 
comprehensive examiner re-training program. However, this amounts to on-the-job training for a 
federal agency that has time and again shown a lack of sophistication, yet whose insurance program 
enjoys the full faith and credit of the United States. 

Compounding these abuses, NCUA’s Chairman promised in that June 25th speech that the agency will 
propose new rules before the end of 2015 to expand fields of membership and provide authority for 
partial supplemental capital. While these proposals have not been finalized, we are troubled by 
multiple public statements from at least one NCUA board member suggesting that a primary goal is to 
help the industry grow. Facilitating growth at credit unions is not NCUA’s job. Rather, it is charged 
with protecting the taxpayers who back its insurance fund. We must remember that as this massive 
tax exempt industry seeks to expand, it does so at the expense of taxpayers. Congress should ask the 
difficult questions of NCUA about why the agency is undertaking these efforts. In particular, 

Congress should examine the potential impact such actions could have on safety and soundness and 
lost federal tax revenue, and if they undercut the very purpose of the credit union tax exemption. 

In the same speech, NCUA’s Chairman also took credit for the agency’s efforts to “streamline” the 
designation for low-income credit unions, which Congress established to help credit unions in poor 
communities. It is no coincidence that the authorities provided to low income credit unions — an 
exemption from the business loan cap, supplemental capital authority, and the ability to accept non- 
member deposits from any source — are the perennial favorites on Capitol Hill for the credit union 
lobby. According to Chairman Matz, 47% of all federal credit unions now receive the low-income 
designation. These numbers are so high that we question whether the agency is giving credit unions a 
serious look at whether the “low-income” designation is appropriate. Moreover, NCUA’s definition 
of “low income” is so broad as to capture tens of millions of people who are far from low income, 
such as the campus communities at Harvard and Georgetown, and the residents of Connecticut’s Gold 
Coast, including Stamford, Greenwich, and Norwalk. We encourage Congress to ask for an 
explanation of whether NCUA is using the low income designation as intended, or using it as a tool to 
empower credit unions to skin the law. 

For years, NCUA has demonstrated its greatest interest is serving as an enabler for an industry that is 
already subsidized by its tax exemption. Congress should be very concerned at NCUA’s recent 
actions. We hope NCUA will reconsider its statutory obligations and focus its efforts on reaching 
those for whom the credit union industry was truly created. Meanwhile, we hope Congress will 
aggressively exercise its oversight function and reorient this out of control agency. 

Sincerely, 



Frank Keating 


cc: Members of the House Committee on Financial Services 
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July 22, 2015 


The Honorable Randy Neugebauer 
Chainnan 

Committee on Financial Services 
U.S. House of Representatives 
Washington, D.C. 20515 


The Honorable Lacy Clay 
Ranking Member 
Committee on Financial Services 
U.S. House of Representatives 
Washington, D.C. 20515 


Dear Subcommittee Chairman Neugebauer and Ranking Member Clay: 


On behalf of the Credit Union National Association (CUNA), 1 am writing to thank you 
for holding this week’s hearing entitled, "National Credit Union Administration Operations 
and Budget.” CUNA represents America’s credit unions and their more than 1 00 million 
members. We respectfully ask that this letter be included as part of the record of the 
hearing. 


The ever-increasing and ever-changing regulatory burden credit unions face means that 
credit and services arc less available and more expensive for members. We appreciate the 
efforts of the Committee to understand the burden small institutions face and the emphasis 
you placed on removing unnecessary barriers so that credit unions can more fully serve 
their members and communities. 


The National Credit Union Administration (NCUA) is the prudential regulator for federally 
chartered credit unions and administers the National Credit Union Share Insurance Fund 
(NCUSIF) for federally insured credit unions. The NCUSIF and nearly all of the operating 
expenses of the agency are funded through credit union member resources; this means that 
a portion of the funds that could be used by credit unions to benefit your constituents with 
lower loan rates, fewer fees, and higher interest rates on deposits are instead set aside to 
fund the regulation and insurance of the credit union system. In the past, NCUA has held 
regular budget hearings to allow stakeholders to weigh in on the operations of the ageney; 
however, those hearings were discontinued in 2009. In the intervening years, the NCUA 
budget has continued an expansive trend while at the same time the budgets of other federal 
banking regulators have decreased. For all of these reasons, it is critically important that 
the subcommittee exercise regular and thorough oversight of NCUA to ensure that credit 
union member resources are efficiently and appropriately used. We greatly appreciate your 
calling this hearing to hear from NCUA Chainnan Matz on this issue. 

While the efficient and appropriate use of credit union member resources at NCUA is 
critical, as outlined below, there are several other issues that we encourage you and others 
on the Subcommittee to explore with Chairman Matz. 
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NCUA’s Risk-Based Capital Proposal Misses the Mark and Congress Should Consider 
Statutory Changes to Credit Union Capital Requirements 

One lesson of the financial crisis is “capital is king” and the measures used to assess the capital 
condition of many of our nation’s banking institutions were imperfect. Financial regulators, 
including NCUA, have worked in recent years to impose “better” schemes to assess the health of 
financial institutions; NCUA’s new risk-based capital proposal (RBC) is its latest attempt in this 
area. 

While we appreciate the significant improvements that NCUA has made to the second version of 
this proposed rule (RBC2), we continue to question whether NCUA has the statutory authority to 
set a risk-based standard for determining whether a credit union is well-capitalized, as opposed to 
adequately capitalized, and we also question whether the cost of implementing the proposal 
outweighs the benefit to the National Credit Union Share Insurance Fund (NCUSIF). To state it 
clearly: we still believe this proposal is a solution that will not work in search of a problem that 
does not exist in the credit union system. 

The question of legal authority to set a risk-based capital standard for the purposes of determining 
whether a credit union is well capitalized is a critical question for Congress to explore. Attached 
to this letter is a legal opinion supporting our view that NCUA lacks the authority to issue the rule 
it has proposed. This position is also supported by several Members of Congress who were directly 
responsible for the development of this provision of the Federal Credit Union Act (FCUA), and 
who commented on the previous proposal, including the former chairman of the Senate Banking 
Committee Alfonse D'Amato, who said: 

“[W]hen we included in the law the language: ‘The Board shall design the risk- 
based net worth requirement to take account for any material risk against [which] 
the net worth ratio required for an insured credit union to be adequately capitalized 
may not provide adequate protection,’ we meant just that, adequately capitalized. 

If we had intended there should also be a separate risk-based requirement to be well 
capitalized (in addition to the 7% net worth ratio), we would have said so.”' 

Given the preponderance of evidence which suggests that NCUA does not have the authority to 
establish a risk-based capital requirement for the purposes of determining whether a credit union 
is well-capitalized, we have urged NCUA in the strongest tenns possible to withdraw the proposal 
or revise it consistent with current law. 


^ Letter from Senator Alfonse M. D’Amato to Mr. Gerard Poliquin, Secretary of the Board, National Credit Union 
Administration. May 7, 2014. 
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Another very troubling provision in RBC2 is the capital adequacy requirement. This provision 
could be among the most problematic for credit unions in RBC2 because it would grant examiners 
considerable latitude to determine whether a credit union needs more capital - even if it meets the 
regulatory requirement of being well-capitalized according to standard net worth and risk-based 
capital ratio requirements. What use are regulatory capital requirements if the examiner can come 
into the credit union and demand more? The boards of directors and executives running credit 
unions need certainty in this area, not unpredictable, subjective requirements set by examiners. 

As part of its RBC2 proposal, NCUA provided advance notice that it intends to consider a new 
proposal related to interest rate risk. Our comment letter on this matter, also attached to this letter, 
provides a greater level of specificity but in summary, we question whether a new rule on interest 
rate risk is necessary given the fact that NCUA presently has many supervisory tools that could be 
used to identify unreasonable interest rate risk at individual credit unions. We ask the 
Subcommittee to explore with the agency whether a new rule is necessary or whether this might 
be better monitored through improvements in the supervisory process. 

NCUA should withdraw this proposal. In lieu of that, NCUA should improve RBC2 by fixing risk 
weightings, applying the rule only to adequately capitalized credit unions, as required by the 
Federal Credit Union Act (FCUA), removing subjective capital adequacy requirements and 
allowing supplemental capital to be used for RBC purposes. Further, we believe the Subcommittee 
should consider H.R. 2769, the Risk-Based Capital Study Act, which would delay implementation 
of this proposal until NCUA has conducted further analysis of its impact on credit unions. 

Statutory Changes to Credit Union Capital Requirements Are Necessary 

It has been nearly 20 years since Congress imposed statutory capital requirements on credit unions, 
and the time has come to revisit those standards. We encourage Congress to consider 
comprehensive reforms to the credit union capital structure. Including authorizing NCUA to define 
what the different net worth levels must be in order to be “well-capitalized,” “adequately 
capitalized,” “undercapitalized,” and “significantly undercapitalized,” based on credit unions’ 
financial performance, current economic trends and other relevant factors. 

NCUA has supported H.R. 989, tlie “Capital Access for Small Businesses and Jobs Acf’ which 
would grant NCUA the authority to allow all credit unions to accept supplemental forms of capital. 
CUNA strongly supports this bill because it would strengthen the safety and soundness of the 
credit union system by allowing additional non-ownership forms of capital to be accepted by credit 
unions. Under current law, approximately 2,000 credit unions, those designated as low-income 
credit unions, have this authority. Permitting all credit unions to acquire supplemental capital in a 
manner consistent with their cooperative ownership structure would enhance the safety and 
soundness of the credit union system. 
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NCUA Should Improve Analysis of Its Rulemakings and Congress Should Require Public 
Hearings on the NCUA Budget 

We encourage Congress to require NCUA to complete an extensive cost-benefit analysis before 
the agency proposes any rule and to provide this analysis with any proposal that is issued for 
comment. It is reasonable that credit unions should be provided with an analysis of the cost and 
the benefit of proposals the regulator is proposing. Credit unions fund NCUA and the NCUSIF, 
incur costs at the credit union level when new rules are adopted, and have a vested interest in the 
health of the system and the effect any new rule may have upon them. 

We encourage the Subcommittee to consider H.R. 2287, a bill to require the NCUA Board to 
conduct an annual public hearing on the agency’s draft budget. While we appreciate the 
opportunity to discuss budgetary concerns with the Board in advance of action on the budget, it is 
fair and reasonable for the Board to take public comments for the record prior to taking action on 
a budget that relies on credit union member resources. Conducting such a hearing would allow 
NCUA board members the appropriate time to review the suggested budget, allow stakeholders to 
witness the proceeding, and be incredibly meaningful to the credit unions that are responsible for 
funding the activities of the agency because they would have the ability to submit comments before 
the budget is finalized. Similar hearings were held for several years until they were discontinued 
in 2009. Until such time that a law can be enacted to compel the agency to provide such a forum 
for credit union stakeholders, we encourage the Subcommittee to ask the Chairman of the NCUA 
to testify annually on the agency’s budget. 

NCUA Examinations Remain Problematic: Congress Should Enact Examination Fairness 
Legislation 

Credit unions support strong, fair and appropriate safety and soundness regulation and 
supervision to protect financial resources and their members and to minimize costs to the 
NCUSIF borne by all federally insured credit unions. Examinations should be based on the laws 
Congress enacts and the regulations that NCUA promulgates, not on an examiner’s interpretation 
of best practice or guidance. CUNA continues to hear concerns from its members regarding 
credit union examinations, as evidenced by a recently conducted survey.' 


^ CUNA/league affiliated credit unions received ongoing email correspondence from CUNA and their state league 
presidents inviting them to complete an on-line survey on their most recent exam. In addition, the survey was 
prominently featured on CUNA's website, in CUNA newsletters, and by leagues in a number of their 
communications with credit unions. The questionnaire was almost identical to one used in both 2012 and 2013. By 
September 10, 2014, we had received 447 responses, representing approximately 7% of all credit unions. On 
average, responding credit unions were once again somewhat larger than all US credit unions: For example, 37% of 
responding credit unions reported $25 millon or less in assets, while roughly 50% of all U.S. credit unions are this 
large. At the other end of the spectrum, 23% of responding credit unions have more than $250 million in assets 
compared to 1 1% of the population. In any case, there was strong response across all asset sizes. Because larger 
credit unions were more likely to respond, responses from single common bond credit unions were lower than the 
population, and community charters are more heavily represented. AH totals reported in the survey will be weighted 
to the distribution of all credit unions by asset size when the final report is released, though doing so is unlikely to 
significantly change the observations found in this preliminary summary of findings. 
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Twenty eight percent of credit unions reported dissatisfaction with their most recent exam. 
Excessive use of documents of resolution, applying "guidance" or "best practice" as if it was 
regulation, and examiners taking action to “cover” themselves stood out as the items that 
received the most negative ratings. Further, CUNA continues to hear issues about disconnects 
between the guidance of NCUA and the implementation by the examiners in the field. This 
results in extra time, costs, and burden to resolve exam disputes which should otherwise be 
unnecessary. This, coupled with NCUA’s lack of an independent appeals process, to dispute 
determinations made in its exams leave the regulator in some instances unaccountable for its 
actions. 

Credit unions need an examination appeals process that is independent and protects them from 
examiner retaliation. To date, we are aware of no credit unions which have successfully appealed 
an examination decision. We believe an independent process at the Federal Financial Institution 
Examination Council (FFIEC) would improve the appeals process and lead to fairer exams. 

CUNA supports Rep. Westmoreland’s bill, H.R. 1941, the “Financial Institutions Examination 
Fairness and Reform Act” that will codify certain examination standards, provide an independent 
ombudsman to whom credit unions and banks could raise concerns about their exams, and create 
an independent appeals process under which they could dispute detenninations made in their 
exams. 

Credit union have also expressed concern with the frequency of exams. We hope the 
Subcommittee will encourage NCUA to refine the cycle for examinations to be more consistent 
with the examination cycle for banks. 

NCUA Should Extend Share Insurance Covera 2 e to Prepaid. Payroll and Other Stored 
Value Cards 


NCUA recently closed comments on a proposed rule that would make necessary changes required 
by the Credit Union Share Insurance Fund Parity Act (CUSIFPA or H.R. 3468). Unfortunately, 
NCUA did not propose to extend share insurance to prepaid, payroll and other stored value 
cardholders. The FCUA gives NCUA the authority to insure these cards and this authority has 
been amplified by H.R. 3468, which adds additional language to the FCUA allowing NCUA to 
provide share insurance to “other similar escrow accounts,” which encompasses these cards. 

Allowing share insurance coverage to prepaid, payroll and other stored value cards will allow 
credit unions to better serve their small business members who wish to compensate employees 
though this form of payment, which has the added benefit of protecting the unbanked from costly 
check cashing fees. NCUA should follow the lead of other regulators and Congress by extending 
deposit insurance coverage to the aforementioned accounts. 
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NCUA Has the Authority It Needs With Respect to Third Party Vendors 

We are deeply concerned that NCUA continues to urge Congress to convey to the agency 
supervisory authority over vendors and credit union service organizations (CUSOs). Further, we 
are troubled by the agency’s recent assertion that having such authority would represent regulatory 
relief for credit unions.^ 

CUNA opposes new statutory authority for NCUA to regulate and supervise directly Credit Union 
Service Organizations (CUSOs) or other third party entities that provide products and services to 
credit unions. Credit unions are already supervised for due diligence in third-party vendor 
relationships during their regular examinations, and many of the third parties on which credit 
unions rely also serve banks and, therefore, are subject to supervision by banking regulators. 
Further, we question the capacity of the agency to supervise these entities, and we fear the cost of 
making the agency capable of such supervision — which would be paid with credit union member 
resources - would vastly outweigh the benefit derived from such supervision. Giving NCUA 
additional, and redundant, authority to supervise third party vendors would increase the cost of the 
services these entities provide credit unions without providing any added benefit to the agency. 

We are also unconvinced that NCUA needs authority to regulate CUSOs inasmuch as CUSOs are 
generally owned by credit unions, subject to a statutory restriction that guards against 
concentration risk. The agency should be able to get the information it needs regarding CUSOs 
from the credit unions that own them. 

We encourage the Subcommittee to reject NCUA’s request for additional supervisory authority. 

Statutory and Regulatory Changes Are Necessary to Ensure Credit Unions Can Continue to 
Meet the Needs of Their Business Lending Members 

We reiterate our call on Congress to restore credit unions’ authority to lend to tlieir small business 
members, by enacting H.R. 1188, the “Credit Union Small Business Jobs Creation Act”. No 
economic or safety and soundness rationale has ever been established for why credit unions should 
be subjected to a cap on small business lending, and we believe Congress should fully restore 
credit unions’ ability to lend to their small business members, as they did without statutory 
restriction until 1998. 

As we have testified many times before, while the small banks were asking for taxpayer money to 
lend to small businesses, credit unions were pleading with Congress to permit well-capitalized 
credit unions with a strong history of business lending to lend beyond the arbitrary cap on business 
lending that is in statute, with no cost to the taxpayer. 


^ Fazio. 15. [is this FN correct?] 
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The facts are not in dispute. During the financial crisis, banks withdrew access to credit for small 
businesses while credit unions kept lending. Anecdotally, we are aware of several instances in 
which banks referred business lending customers to credit unions, because they were unable to 
make the loans themselves. 

NCUA has testified in support of expanding the business lending cap several times, most recently 
before the Senate Banking Committee in February."' The administration has supported expanding 
the business lending cap.^ There are close to 500 credit unions for which the cap is a significant 
operational restriction. These credit unions deserve the opportunity to continue to serve their 
business members and their communities, and Congress should address this issue. 

NCUA recently proposed a new member business lending regulation that would remove many 
burdensome and restrictive requirements from regulation. While we continue to study the 
proposal, which is still open for comment, our initial analysis of the proposal is that it could 
facilitate credit union business lending provided that the reduction in regulatory burden is not 
replaced with inconsistent or unreasonable requirements imposed by examiners. 

Low Income Designation 

The FCUA exempts credit unions designated as low income by NCUA from statutory member 
business lending restrictions, and allows them to accept nonmember deposits and to access 
supplemental capital. We have encouraged NCUA to make the low-income status more available, 
more transparent and more certain for credit unions. The agency in recent years has helped identify 
credit unions that qualify for the status, but often times these credit unions do not know how they 
have qualified or how close they may be to becoming disqualified. Further, when the credit union 
drops below the level at which they are qualified to be low-income, they are required to divest 
business lending above the statutory cap within five years. We have asked the agency to give 
credit unions more time to get back on track if they temporarily drop below the low-income 
threshold. NCUA and Congress could help credit unions by creating a process that allows credit 
unions to obtain low-income status permanently. 

Overhead Transfer Rate 


The FCUA authorizes the NCUA board to expend funds from the Share Insurance Fund for the 
“administration and other expenses” related to federal share insurance. The percentage of NCUA’s 
operating budget which comes from this transfer is the Overhead Transfer Rate. CUNA opposes 
any overhead transfer of agency expenses to the NCUSIF that are not legitimate, substantiated 
“insurance-related” costs, consistent with fairness to state and federal credit unions 


^ Testimony of Larry Fazio, Director, Office of Examination and Insurance, National Credit Union Administration, 
before the Senate Banking Committee Hearing on “Regulatory Relief for Community Banks and Credit Unions.” 
February 10, 2015. 

^ Letter from U.S. Secretary of Treasury Timothy Geithner to House Financial Services Committee Chairman 
Barney Frank. May 25, 2010. 
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and the FCUA. The NCUA Board should fully communicate its analysis and proposal regarding 
the overhead transfer rate to the credit union community in a timely manner prior to setting a new 
overhead transfer rate, and stakeholders should be able to comment on this proposal. 

Capital Planning and Stress Testing 

We have significant concerns regarding NCUA’s stress testing requirements for very large credit 
unions. NCUA has not sufficiently substantiated the need for a capital planning and stress testing 
regulation, given the financial perfonnance of credit unions in general and the largest credit unions 
that would be covered by the rule in particular. The fact that Congress under the Dodd-Frank Act 
did not include NCUA among the agencies directed to implement capital plans or stress testing for 
the largest institutions they regulate supports our view that this regulation is not the best course of 
action. This is an example of NCUA applying rules designed for the largest financial institutions 
to credit unions that, while large relative to other credit unions, are small in comparison to mega- 
banks and other large financial institutions. 

We are deeply concerned about the costs that the agency has estimated would be associated with 
the final rule. Agency staff have indicated that the rule initially will cost the agency $4 million, 
or $1 million per covered credit union, to implement. NCUA has not shared with credit unions 
how it arrived at the $4 million estimate, and we feel the agency should have provided more 
information regarding these cost projections. We have concerns that the implementation costs 
could even exceed this already extremely high estimate, and we are not sure what benefit the 
agency aims to glean from this effort since these institutions regularly conduct their own stress 
tests. In addition, the cost burdens placed on credit unions to comply with these new requirements 
are likely far in excess of the estimated costs to the agency. 

NCUA Involvement with Accounting Standards 


CUNA recently contacted NCUA Chairman Matz to ensure NCUA is aware of CUNA’s 
continuing grave concerns regarding the Financial Accounting Standards Board’s (FASB) pending 
rule change on accounting for credit impairment. 

The pending ehange, which was proposed in December 2013 and is expected to be finalized by 
the end of this year, will require credit unions to utilize a current expected credit loss (CECL) 
model on all financial assets and financial liabilities. This approach will have a dramatic impact 
on credit unions, due primarily to a change that will require them to hold much more in reserves 
for future possible loan losses, despite the fact that credit union loan loss reserving has proved to 
be more than adequate, even during tlie recent financial crisis. 

While the proposal will in no way ehange economic reality, it will result in lower apparent capital 
ratios at credit unions and banks. Therefore, we hope NCUA will instruct examiners to make the 
appropriate adjustments in assessments of capital adequacy in order to minimize the 
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negative impact on credit unions. To illustrate this, assume under the CECL approach a credit 
union's net worth ratio falls by 50 basis points. In such an instance, an examiner who otherwise 
might have suggested, for example, a 9% net worth ratio should now be satisfied with 8.5%. 

As communicated previously to NCUA, CUNA urges NCUA to work with FASB as it finalizes 
these changes. Since FASB appears reluctant to consider any major changes to the proposal, we 
believe it is critical that FASB hear directly from federal financial regulatory agencies, including 
NCUA. 

Conclusion 


On behalf of America’s credit unions and their more than 100 million members, thank you very 
much holding this hearing and considering our views. We look forward to continuing to work with 
this Committee on enacting into law meaningful regulatory relief for credit unions and their 
members. 



Attachments 
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memorandum 


TO 

Eric Richard 

General Counsel 

Credit Union National Association 

DATE September 18, 2014 


Mary Dunn 

Deputy General Counsel 

Credit Union National Association 


FROM 

John Cooney 

EMAIL jfcooney@venable.com 


William Donovan 

wjdonovan@venable.com 

RE 

Analysis of NCUA’s Risk-Based Net Worth Proposal 


We have attached a document for CUNA’s use in presenting its arguments to external 
constituencies that NCUA’s proposal to establish a minimum risk-based net worth requirement 
for a complex credit union to be classified as well capitalized violates the express language of the 
Credit Union Membership Access Act; and that the rationale for this approach that NCUA has 
set forth in recent letters to Members of Congress is unlawful because it violates the explicit 
language of that statute. 
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memorandum 


TO Eric Richard date September 18, 2014 

General Counsel 

Credit Union National Association 
Mary Dunn 

Deputy General Counsel 
Credit Union National Association 

FROM John Cooney email jfcooney@venable.com 

William Donovan wjdonovan@vcnable.com 

RE NCUA’s Proposal To Establish a Separate Risk-Based New Worth Requirement for a 
Complex Credit Union To Be Classified as Well Capitalized Is Unlawful Because It 
Violates the Plain Language of the Statute 


The National Credit Union Administration Board lacks statutory authority to establish a 
minimum 10.5 percent risk-based net worth requirement for a eomplex credit union to be 
classified as “well capitalized,” as proposed in § 702.102(a)(l)(ii) of its Proposed Rule. Issuance 
of such a provision in the final rule would be plainly unlawful. 

The literal language of Section 301 of the Credit Union Membership Access Act 
(“CUMAA”), Pub. L. No. 105-219, 12U.S.C. § I790d, and its supporting legislative history 
demonstrate that Congress granted NCUA authority only to establish a single risk-based net 
worth requirement for complex credit unions - the standard that a credit union must meet to be 
classified as ‘‘adequately capitalized” - and did not grant the agency the power to promulgate a 
separate risk-based standard for a credit union to be classified as “well capitalized.” To the 
contrary, the express language of Section 1790d provides that the identical risk-based net worth 
requirement that is applicable in determining whether a complex credit union is “adequately 
capitalized” also must be applied in determining whether that institution satisfies the criteria for 
classification as “well capitalized.” 

A key provision to understanding the limits on NCUA’s authority to establish risk-based 
capital is 12 U.S.C. § I790d(d)(2), which Congress in drafting CUMAA intentionally and 
appropriately labeled “Standard.” By including a “standard” for the agency to follow, Congress 
intended not only that NCUA develop its risk-based capital system consistent with this provision 
but also tliat it refrain from developing a risk-based capital system that did not reflect this 
language. 
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Congress left no ambiguity regarding its intentions; the plain language of the standard it 
established in 12 U.S.C. § 1 790d(d)(2) directs NCUA to: 

design the risk-based net worth requirement to take account of any material risks against 

which the net worth ratio for an insured credit union to be adequately capitalized may not 

provide adequate protection. 

The words themselves could not be clearer in setting the course for NCUA to follow. 
The language leaves no doubt that Congress meant for NCUA to develop a risk-based capital 
standard for complex credit unions using a model that synchronizes risk-based capital with net 
worth requirements for adequately capitalized credit unions, and not set a higher risk-based 
capital threshold for well capitalized credit unions. 

Congress could have crafted a standard that left- out the words “adequately capitalized"; 
had it done so NCUA would have much greater latitude to develop a risk-based capital system 
that imposes a higher level for well capitalized credit unions to attain. However, since that is not 
what Congress did NCUA may not and must not ignore the plain language that risk-based capital 
must be designed so that adequately capitalized credit unions will have a combination of Tier I 
and risk-based capital that provides them “adequate protection,” without imposing even higher 
risk-based capital requirements on well capitalized credit unions. 

Moreover, as discussed more thoroughly below. Members of Congress who helped 
develop and manage the passage of the Prompt Corrective Action (“PCA”) provisions included 
in CUMAA have emphasized that Congress intended the adequately capitalized level to be the 
benchmark to which additional risk-based capital would be applied. 

Some have suggested that an analysis of Congressional intent regarding risk-based capital 
requirements should not focus on this singular provision. However, no other provision in 
12 U.S.C. 1790d so squarely addresses the scope and limits of NCUA’s authority in setting the 
risk-based capital standard. It is a longstanding principal of statutory construction that general 
provisions, even when strung together to form an argument, do not dilute or outweigh specific 
directives Congress has included in a statute. 

Thus, even when all other relevant provisions regarding how risk-based capital 
requirements are considered, the conclusion is the same. The statute does not give NCUA the 
flexibility to impose a higher risk-based capital standard on well capitalized credit unions than it 
imposes on adequately capitalized credit unions. 

A provision that mentions “risk-based net worth” generally is Section 1790d(c), net 
worth categories. Under Subsection (c)(1)(A), a well capitalized credit union must have a net 
worth ratio of not less than 7 percent and must meet any applicable risk-based net worth 
requirement under subsection (d) — the very provision addressed above that tells NCUA how the 
risk-based capital standard is to be designed. 

While Section 1790d(c) states that a well capitalized credit union must meet any 
applicable net worth requirement, the provision does not override or contradict Subsection (d). 
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Rather, it provides that a well capitalized credit union must comply with an applicable risk-based 
capital requirement - but in light of the reference to 12 U.S.C. § 1 790d(d), the requirement may 
be no higher than the risk-based capital threshold the agency has established for adequately 
capitalized credit unions. 

As discussed below, 12 U.S.C. § 1790d(b)(l) provides that NCUA's PCA system must 
be consistent with Section 1790d and “comparable” to the system established under section 38 of 
the Federal Deposit Insurance Act. NCUA has followed the lead of the bank regulators in 
proposing a higher risk-based capital requirement for well capitalized credit unions, although the 
well capitalized risk-based capital ratio under Basel III is 10%, compared to NCUA’s 10.5%. 

While NCUA has been mindful of comparability, under 12 U.S.C. § 1790d(b) Congress 
also directed NCUA to develop a PCA system that takes into account the unique nature of credit 
unions. Specifically, NCUA is to consider that credit unions are not-for-profit cooperatives that 
do not issue stock, rely on retained earnings to build capital, and have volunteer boards of 
directors. By setting a higher risk-based capital requirement for well capitalized credit unions, 
the proposal fails to take these factors into account. 

The conclusion that NCUA may not set risk-based capital standards for well capitalized 
credit unions that is higher than the threshold for adequately capitalized credit unions is also 
reinforced by the structure of the statute. Seetion 1790d(e) sets forth a specific mechanism under 
which “adequately capitalized” credit unions are required to continue building their capital so 
that they ultimately will satisfy the explicit standard that Congress adopted for classification as 
“well capitalized.” Notably, Subsection I790d(e)(2) provides NCUA with a specific role in that 
process and carefully defines its discretion, under which the agency may decrease but may not 
increase tlie rate at which “adequately capitalized” credit unions are required to augment their 
capital. Accordingly, this specific statutory mechanism for building capital confirms the natural 
interpretation of the literal language of Section I790d, that Congress did not grant NCUA 
authority to adopt a second and higher risk-based net worth requirement for a credit union to be 
classified as well capitalized. 

The legislative history of CUMAA clearly states that Congress delegated to the NCUA 
Board only the authority to adopt a single risk-based net worth standard for both “adequately 
capitalized” and “well capitalized” levels. Comment letters submitted to NCUA by former 
Speaker of the House Newt Gingrich and former Senate Banking Committee Chairman Alfonse 
D’Amato confirm that Congress acted deliberately to restrict NCUA to the issuance of a single 
risk-based capital requirement that would apply to both net worth categories. 

NCUA did not offer a legal rationale for its proposed dual risk-based standards in its 
Notice of Proposed Rulemaking. The justification it has belatedly offered in letters to 
Congressmen Kenny Marchant and Steve Stivers violates the express language of CUMAA. 
While the specific substantive provisions of Section 1790d expressly authorize it to adopt only a 
single risk-based net worth standard, NCUA claims that it can import a dual risk-based net worth 
requirement into its regulation. The agency looks to Section 1790d(b)(l)(A)(ii), which provides 
generally that the agency’s implementing rule shall be “comparable” to the PCA system applied 
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to banks under 12 U.S.C. 183 lo — a system that, through rules adopted by other administrative 
agencies, does contain two different risk-based standards for “adequately capitalized” and “well 
capitalized” institutions. 

NCUA’s position ignores the plain language of the statute. The provision immediately 
prior to the one on which it relies, Section 1790d(b)(l)(A)(i), provides that NCUA’s regulation 
shall be “consistent with this section . . The rationale NCUA offered the Members of 
Congress in defense of the agency’s position fails to acknowledge the existence of this provision, 
which expressly requires that the agency’s implementing rule must comply with the specific 
provisions that Congress actually enacted in Section 1 790d. 

NCUA also simply ignores the existence of Section 1 790d(e), a specific mechanism that 
addresses the same concerns — how to ensure that “adequately capitalized” credit unions continue 
to increase their capital so that they ultimately may qualify as “well capitalized” — that NCUA 
purported to resolve by importing the mechanism applicable to banks into the credit union 
system. The word “comparable” connotes a system that is “like or equivalent” to the system for 
banks, but not one that is identical in every respect. The requirement that the two systems be 
“comparable” cannot serve the function that would be necessary in order for NCUA’s approach 
to be valid - that “comparable” serves as a trump card that allows the agency to overrule or 
disregard any part of Section 1 790d that it wishes Congress had drafted differently, and thereby 
read the provisions Congress actually enacted out of the law. 

A regulatory agency possesses only such authority as Congress actually delegated to it. 
See FDA v. Brown cfe Williamson Tobacco Corp., 529 U.S. 120 (2000). The explicit language of 
Section 1790d, its structure, and its legislative history demonstrate that Congress granted NCUA 
only the authority to establish a single risk-based net worth requirement for a complex credit 
union to be classified as “adequately capitalized.” Accordingly, were NCUA to issue a final rule 
adopting a second and higher risk-based standard for classification as “well capitalized,” that 
provision would be highly vulnerable to being declared illegal as contrary to the unambiguous 
language of Section 1 790d under the First Step of Chevron U.S.A. Inc. v. Natural Resources 
Defense Council. Inc., 467 U.S. 837 (1984). 

1. The Rule Violates the Unambiguous Language of Section 1790d, Which Authorizes 

NCUA to Establish Only a Single Risk-Based Net Worth Requirement, Tied to 

Classification as “Adequately Capitalized” 

a. The Literal Language of the Statute . The Proposed Rule would establish two 
separate risk-based capital standards to determine the sufficiency of a complex credit union’s net 
worth. First, to be classified as “adequately capitalized,” a credit union would have to have “a 
total risk-based capital ratio of 8.0 percent or greater.” Proposed § 702.102(a)(2)(ii). Second, to 
be classified as well capitalized, a credit union would have to have “a total risk-based capital 
ratio of 10.5 percent or greater,” or 2.5 % higher than the amount necessary to be classified as 
“adequately capitalized.” Proposed § 702.l02(a)(l)(ii). 
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Insofar as the proposal purports to establish a second and higher risk-based net worth 
requirement for classification as “well capitalized,” it is illegal as a matter of law. The language 
of Section 1790d is explicit and unambiguous. Tt autliorizes NCUA to establish one, and only 
one, risk-based capital standard, which is tied to the requirement for determining whether a credit 
union is adequately capitalized. 

Section I790d(c) defines five “net worth categories” to be used in implementing the PCA 
program for complex credit unions. Two of those five categories are relevant here: 

(1) In general 

For purposes of this section the following definitions apply: 

(A) Well capitalized 

An insured credit union is “well capitalized” if- 

(i) it has a net worth ratio of not less than 7 percent; and 

(ii) it meets any applicable risk-based net worth requirement under subsection 
(d) of this section. 

(B) Adequately capitalized 

An insured credit union is “adequately capitalized” if - 

(i) it has a net worth ratio of not less than 6 percent; and 

(ii) it meets any applicable risk-based net worth requirement under subsection 
(d) of this section. 

In each case, the language of paragraph (ii) of the definitions provides, in identical language, that 
the credit union’s classification depends on whether it meets “any applicable risk-based net 
worth requirement under subsection (d),” utilizing the singular noun “requirement.” 

Section 1790d(d) in turn defines the “risk-based net worth requirement” that is 
incorporated into these definitions to determine a credit union’s capital classification. 

(d) Risk-based net worth requirement for eomplex eredit unions 

(1) In general 

The regulations required under subsection (b)(1) of this section shall include a 

risk-based net worth requirement for insured credit unions that are complex, as 

defined by the Board ba.sed on the portfolios of assets and liabilities of credit 

unions. 
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(2) Standard 

The Board shall design the risk-based net worth requirement to take account of 
any material risks against which the net worth ratio required for an insured credit 
union to he adequately capitalized may not provide adequate protection. 

The unambiguous language of both subsections (d)(1) and (d)(2) refers to a singular 
“risk-based net worth requirement:^ Congress initially considered utilizing the plural noun 
“requirements,” and the House of Representatives did so in the version of the bill that it 
approved on April 1, 1998. But Congress subsequently chose to use the singular noun 
“requirement” to define the standard NCUA is authorized to establish in the version of the bill 
that was considered and approved by the Senate on July 28, 1998; considered and agreed to by 
the House of Representatives on August 4, 1998; and, signed into law by President Clinton three 
days later. Subsection (d)(2) further provides that the risk-based net worth “requirement” 
Congress authorized must take account of a single factor — any material risks against which the 
.statutory 6 percent net worth standard ratio “required for an insured credit union to be adequately 
capitalized may not provide adequate protection.” Congress thereby expressly tied the single 
risk-based net worth “requirement” NCUA is authorized to establish to the level of capital 
necessary for a credit union to be classified as “adequately capitalized.” 

NCUA’s proposal to establish a second standard tied to classification as “well 
capitalized” thus violates the unambiguous language of the statute. Nothing in Section 1790d(d) 
empowers the agency to adopt a second, and higher classification standard. 

b. The Structure of the Statute . The structure of Section 1 790d further confirms that 
Congress authorized NCUA to establish only one risk-based net worth requirement, tied to the 
“adequately classified” level. 

In Section I790d(e), Congress adopted an explicit statutory mechanism that required 
“adequately capitalized” credit unions to increase the amount of retained earnings they held until 
they reached the “well capitalized” level. Congress also gave NCUA an explicit role to play in 
that process. The existence of this mechanism demonstrates that there is no justification for 
NCUA’s effort to read into Section I790d(d) a second and higher risk-based net worth 
requirement of its own creation that is nowhere mentioned in that provision and purportedly 
trumps the mechanism Congress adopted to compel “adequately capitalized” credit unions to 
raise additional capital. 

Section 1790d(e) provides: 

(e) Earnings-retention requirement applicable to credit unions that are not well 

capitalized 

(1) In general 

An insured credit union that is not well capitalized shall annually set aside as net 
worth an amount equal to not less than 0.4 percent of its total assets. 
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(2) Board’s Authority to decrease earnings-rctcntion requirement 
(A) In general 

The Board may, by order, decrease the 0.4 percent requirement in 
paragraph (1) with respect to a credit union to the extent that the Board 
determines that the decrease — 

(i) is necessary to avoid a significant redemption of shares; 
and 

(ii) w'ould further the purpose of this section. 

In Section 1790d(e)(l), Congress requires credit unions classified as “adequately 
capitalized” to raise additional capital by setting aside each year a defined amount of retained 
earnings (not less than 0.4% of total assets) until it is classified as “well capitalized.” Further, in 
Section 1790d(e)(2), Congress granted NCUA an explicit role to play in the process by which 
“adequately capitalized” credit unions would be required to raise additional capital. It empowers 
NCUA to reduce the annual rate at which an “adequately capitalized” credit union may be 
required to increase its capital. But this provision does not authorize NCUA under any 
circumstances to increase the rate at which an “adequately capitalized” credit union may be 
required to augment its capital. 

The structure of Section 1 790d thus further demonstrates that NCUA’s effort to import 
from the bank PCA system a process for requiring “adequately capitalized” credit unions to 
increase their capital is illegal, because Congress already has adopted a specific but different 
statutory mechanism to address that very problem. 

3. The Legislative History of the Statute . The legislative history of CUMAA 
confirms that Congress intended for NCUA to issue a single risk-based net worth requirement 
that is tied to the “adequately capitalized” classification, rather than to the “well capitalized” 
category. 

The Senate Report which accompanied the measure states: 

New section 216(d) requires the NCUA, by regulation, to prescribe a risk-based net 

worth requirement for federal insured credit unions that are complex, as defined by 

NCUA.' 

The Report thereby clearly demonstrates that Congress intended for NCUA to adopt a 
single risk-based standard. Moreover, the Report unambiguously states that Congress intended 
that this single risk-based net worth requirement would be tied to the definition of an “adequately 
capitalized” credit union, rather than to the classification of a “well capitalized” credit union. 

The NCUA must design the risk-based net worth requirement to take into account any 

material risks against which the 6 percent net worth ratio required for an insured credit 


' S. Rep. No. 105-193. !05th Cong., 2d Ses.s. (May 21, 1998) at 14 (emphasis added). 
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Vi;,\able: 


union to be adequately capitalized may not provide adequate protection. Thus, the 
NCUA should, for example, consider whether the 6 percent requirement provides 
adequate protection against interest-rate risk and other market risks, credit risk, and the 
risks posed by contingent liabilities, as well as other relevant risks.^ 

This conclusion is further strengthened by comments letters submitted to NCUA by two 
fomier Members of Congress, both of whom held senior leadership positions in the Chambers in 
which they served and were intimately involved in the crafting of CUMAA. In their comment 
letters, each former Member of Congress discusses how the PCA provisions authorize NCUA to 
adopt only a single risk-based net worth requirement, tied to the “adequately capitalized” 
classification. Former Speaker of the House Newt Gingrich wrote: 

I find NCUA’s proposal extraordinarily troubling because it exceeds the agency’s 
statutory authority. Under the proposal, NCUA would subject well capitalized credit 
unions to risk-based capital requirements that are 2.5% higher than those proposed for 
adequately capitalized credit unions. This is not what Congress contemplated NCUA 
should do to establish a Prompt Corrective Action regime. We never intended, nor even 
comprehended the possibility of, higher risk-based capital requirements for well 
capitalized credit unions than those that apply to adequately capitalized credit unions. 

We said as much [in Section 1790d(d)(2)]. It was our intent to direct NCUA to apply 
risk-based requirements for a credit union’s capital at the adequately capitalized level . . . 

If Congress wanted a different result, we would have indicated that. In fact, in other 
banking statutes, we did exactly that.^ 

Similarly, Senator Alfonse M. D’Amato, Chainnan of the Senate Banking Committee at 
the time CUMAA was enacted, stated that the proposed rule exceeds the authority Congress 
delegated to NCUA insofar as it “would apply a risk-based capital standard to determine whether 
a credit union is well capitalized.” According to the then Senate Banking Committee Chairman: 

When we crafted the credit union version of PCA, we modeled it after the bank version 
already in place, but we incorporated some very important differences to reflect the 
different nature of banks and credit unions. In particular, we specified in the law the 
values of the net worth ratios required for a credit union to be either adequately and well 
capitalized. We purposely set these levels at 6% and 7%, which were higher than the 
thresholds then and still in place for banks, at 4% and 5%. Because of this higher pure 
net worth requirement for credit unions, we called for a different risk-based component in 
credit union PCA. Rather than the dual risk-based system then in place for banks, witli a 
given risk-based capital ratio threshold to be adequately capitalized and a higher risk- 
based capital ratio threshold to be well capitalized, we instructed NCUA to construct only 
a risk-based net worth floor, to take account of situations where the 6% requirement to be 
adequately capitalized was not sufficient. ... If we had intended there should also be a 


“ Jd. (emphasis added). 

^ Letter dated May 23, 2014 from former Speaker of the House Newt Gingrich to the National Credit Union Adininistration 
commenting on NCUA’s proposed Risk-Based Capital rule. 
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separate risk-based requirement to be well capitalized (in addition to the 7% net worth 
ratio), we would have said so."* 

In sum, the legislative history reinforces the unambiguous language of Section 1790d 
itself, that NCUA has authority to issue only a single risk-based net worth requirement, tied to 
the criteria necessaiy for classification of a credit union as “adequately capitalized.” 

2. NCUA’s After-the-Fact Legal Position Is Unlawful Because It Iguores the Plain 
Language of Section 1790d 

As noted, NCUA did not offer a legal justification in its Notice of Proposed Rulemaking 
for its purported authority to establish a second, higher risk-based net worth requirement. The 
claim it belatedly has offered for its proposal ignores the unambiguous language and structure of 
Section 1790d. 

As NCUA has recognized in its letters to Congressmen Marchant and Stivers, the 
governing provision is Section 1790d(d), which requires it to establish “a risk-based net worth 
requirement,” is expressed in the singular. The agency then points to language in Section 
1790d(b)(l), which states that its rule must be “comparable to” the PCA system for banks under 
Section 1831o. Since the system for banks contains different risk-based requirements for 
classification as “adequately capitalized” and “well capitalized,” NCUA concludes that the 
“comparable to” language authorizes it to impose a dual risk-based capital system on credit 
unions. 


NCUA’s argument is fatally flawed. The agency has simply ignored another provision in 
Section 1790d(b)(l) that contradicts its interpretation and makes it unlawful. The relevant 
provision, Section 1790d(b)(l)(A), states: 

The Board shall, by regulation, prescribe a system of prompt corrective action for insured 

credit unions that is - 

(i) consistent with this section : and 

(ii) comparable to section 1 83 lo of this title. 

(Emphasis added) 

NCUA’s interpretation completely ignores the explicit statutory requirement in Paragraph 
(l)(A)(i) that its rules must be “consistent with this section [Section 1790d].” That provision is 
parallel to, and of equal force and effect as. Paragraph (l)(A)(ii), on which NCUA’s entire 
argument rests. Paragraph (l)(A)(i) expressly states tliat the agency’s rule must comply with the 
specific substantive requirements that Congress actually enacted in Section 1790d. NCUA’s 
adoption of a dual-level risk-based capital ratio would be in direct conflict with the provisions 
Congress actually adopted which, as discussed above, expressly authorize only a single risk- 
based net worth requirement, at the adequately capitalized level. 


Letter dated May 7, 2014 from farmer Senate Banking Committee Chairman Alfonse M. D'Amato to the National Credit Union 
Administration commenting on NCUA’s proposed Risk-Based Capital rule. 
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The fatal error in NCUA’s argument is apparent. Its entire rationale rests on the claim 
that inclusion of the general phrase “comparable to” in Paragraph (l)(A)(ii) allows it to ignore 
any provision of Section 1 790d with which it disagrees and to import into the PCA system for 
credit unions any provision in the system for banks that it believes is preferable. Under standard 
dictionary definitions, the word “comparable” connotes a system that is “like or equivalenf’ to 
the system for banks, but not one that is identical in every' respect. The word “comparable” 
cannot bear the extraordinary weight tliat would be necessary for NCUA’s approach to be valid - 
to serve as a trump card that would allow NCUA to modify or disregard any part of Section 
1 790d that Congress actually adopted and grant itself authority to exercise any provision that 
Congress enacted in the PCA system for banks but excluded from the system for credit unions. 

NCUA’s construction therefore is illegal because it would read the provisions Congress 
actually enacted out of the law. Its approach also would violate two established canons of 
construction - that where there is not a clear expression of Congressional intent otherwise, a 
specific statute will not be controlled or nullified by a general one;^ and that a statute should not 
be interpreted in a way that would render other provisions of the same act superfluous or 
unnecessary.® 

In addition, NCUA’s position completely ignores tlie existence and operation of Section 
1790d(e), in which Congress adopted a specific mechanism by which “adequately capitalized” 
credit unions are required to generate additional capital over time to qualify as “well 
capitalized.” This provision addresses the same problem that NCUA purported to solve through 
its dual risk-based capital system. The agency’s approach, however, is ineonsistent with the 
mechanism that Congress actually adopted to deal with this issue and cannot stand. 

For these reasons, insofar as the Proposed Rule purports to establish a dual risk-based net 
capital system that would impose a different and higher net worth requirement for a complex 
credit union to be classified as “well capitalized” tlian to be categorized as “adequately 
capitalized,” NCUA’s approach is contrary to the express language of Section 1790d. Were 
NCUA so ill-advised as to adopt in its Final Rule the proposed dual-based capital standard 
approach that simply ignores the language of multiple parts of the statutory structure that 
Congress actually adopted, that provision would be highly vulnerable to being overturned as 
unlawful by a reviewing court. 


Crawford Filling Co. v. JT Gihhonfi, Inc.. 482 II.S. 437, 445 (1987). quoting Radzanower v. Touche Ross & Co., 426 U.S. 148, 
153 (1976). 

^ See e.g.. Ralzlafv. United Stales, 5\0\J.S. 135,141 (1994). 
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Filed via reccomnientS''a!ncua.aov 
April 17,2015 

Mr. Gerard Poliquin 

Secretary of the Board 

National Credit Union Administration 

1775 Duke Street 

Alexandria, VA 22314-3428 

Re: NCUA’s Risk Based Capital Proposal, RIN 3I33-AD77 
Dear Mr. Poliquin: 

The Credit Union National Association (CUNA) appreciates the opportunity to submit 
comments to the National Credit Union Administration (NCUA) Board's request for 
comments on the NCUA’s second proposed-risk based capital rule (RBC2). By way of 
background, CUNA is the national trade association for America’s state and federally 
chartered credit unions. CUNA represents approximately 90% of America’s 6.500 credit 
unions and their 102 million memberships. 

RBC2 represents an improvement over the original proposal NCUA issued last year, but it 
remains fundamentally flawed. It is a solution that will not work to a problem that does not 
exist. As we discuss below, NCUA has ignored its obligation to consider the eooperative 
nature of eredit unions when creating a risk-based capital regime comparable to FDIC; CUNA 
continues to question NCUA’s authority to establish a risk-based capital standard for the 
purposes of determining whether a credit union is well-capitalized; we feel NCUA has failed 
to satisfactorily demonstrate a compelling need for the proposal; we have serious concerns 
regarding the proposal’s capital adequacy plans, ri.sk-weights, and treatment of goodwill; we 
believe the proposed detlnition of complex credit union does not adequately reflect credit 
union complexity; we encourage NCUA to provide credit unions greater flexibility than what 
is proposed with respect to providing data on the Call Report; and we encourage NCUA to 
delay the implementation date until 2021 . In addition, we have provided eomments, as 
requested, on the need for additional interest rate risk (!RR) regulation and the use of 
supplemental capital for the purposes of this proposed rule. 

I. NCUA Has Ignored its Obligation to Consider the Cooperative Nature of Credit 
Unions When Creating a Risk-Based Capital Regime Comparable to FDIC 

One of the most troubling elements of the RBC2 proposal is the pervasive implication that 
credit union capital requirements, and also regulation and supervision, should be modified to 
be more like those applied to Federal Deposit Insurance Corporation (FDIC) insured 
institutions. The Federal Credit Union (FCU) Act does indeed require NCUA to establish a 




84 


risk-based capital system that is comparable to that in place for FDIC insured banks; however, 
the Act also instructs NCUA to take into account the cooperative character of credit unions.' 

In drafting the proposal, the agency appears to have devoted itself to the comparability 
requirement, while ignoring the cooperative nature of credit unions. 

This issue goes beyond the RBC2 proposal. A number of NCU A initiatives since the 
financial crisis appear driven by the view that NCUA’s regulation and supervision of credit 
unions should mimic the practices and policies of the federal banking regulatory authorities. 

But credit unions are not banks. Because of their unique cooperative structure, strong 
member focus, and the absence of stock options for executives or pressure from stockholders, 
these not-for-profit institutions with democratic governance eschew excessive risk taking." 
Because credit unions take on less risk, they tend to be less affected by the business cycle, and 
therefore can serve as an important counter cyclical economic force in local markets, 
softening the blow of economic downturns in local economies. Indeed, in the face of the 
recent financial crisis credit unions - unlike their counterparts in the for-profit banking sector 
- served as both a counter-cyclical force and a safe haven, with much stronger loan and 
deposit growth than banking institutions. 

If credit unions are regulated and supervised more and more like banks, they will act more and 
more like banks. That would be a tragic loss for the consumers of financial services in 
America’s working and middle class. 

11. NCUA Does Not Have the Statutory Authority to Establish a Risk-Based Capital 
Standard for the Purposes of Determining Whether a Credit Union Is Well- 
Capitalized 

NCUA has proposed a risk-based capital regime that includes a higher risk-based capital 
requirement for a credit union to be well-capitalized than to the risk-based capital requirement 
for an adequately capitalized credit union, despite the fact that the FCU Act directs NCUA to 
connect risk-based requirements to the sufficiency of a credit union’s net worth for the 
adequately-capitalized classification only.^ 

We have previously outlined our view tliat NCUA lacks the legal authority to implement a 
risk-based capital requirement for a credit union to be well-capitalized in our comment letter 
on the previous proposal (RBCl) and legal opinion provided to NCUA staff. This position is 
supported by several Members of Congress who were directly responsible for the 
development of this provision of the FCU Act and who commented on the previous proposal, 
including the former chairman of the Senate Banking Committee, who said: 


' I2U.S.C. § 1790d(b)(l)(B), 

^ Edward J. Kane and Robert J. Hendersholl, The Federal Deposit Insurance Fund that Didn ’/ Put a Bite on U. S. 
Taxpayers. Journal of Banking and Finance . 20 (September, 1996), pp. 1305-1327. Kane and Hendershott describe 
how the cooperative structure of credit unions presents credit union decision makers with incentives that are strikingly 
different from those faced by a for-profit financial institution, making it less feasible for credit union managers to 
benefit from high-risk strategies. 

12U.S.C. § 1790d(d)(2). 
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“[W]hen we included in the law the language: ‘The Board shall design the risk- 
based net worth requirement to take account for any material risk against [which] 
the net worth ratio required for an insured credit union to be adequately 
capitalized may not provide adequate protection,’ we meant just that, adequately 
capitalized. If we had intended there should also be a separate risk-based 
requirement to be well capitalized (in addition to the 7% net worth ratio), we 
would have said so.”"' 

Given the preponderance of evidence which suggests that NCUA does not have the authority 
to establish a risk-based capital requirement for the purposes of determining whether a credit 
union is well-capitalized, we urge NCUA in the strongest terms possible to revise the proposal 
consistent with current law. If NCUA feels it needs the authority to establish a requirement 
for well-capitalized credit unions, it must go back to Congress and ask for the authority. 

Even though CUNA continues to disagree that NCUA has legal authority to implement a two- 
tiered approach in RBC2, NCUA made improvements by lowering the threshold for a well- 
capitalized complex credit union from RBC I ’s proposed 10.5% to 1 0%. This remains well 
above the proposed 8% requirement for an adequately capitalized credit union. While this 
treatment is preferable to RBCl, we still have concerns that the new approach is inconsistent 
with the ECU Act for the same reasons stated in our RBCl comment letter. 

III. NCUA Has Failed to Demonstrate a Compelling Need for the Rule 

In addition to the lack of a statutory footing for the proposal, there is virtually no evidence of 
the need for a revision of credit union capital standards, particularly one modeled on 
commercial bank Basel-style risk-based capital requirements. As Chairman Matz noted in her 
December 201 1 letter to the Governmental Accountability Office, “consumer credit unions 
performed very well during the worst financial crisis since the Great Depression and NCUA 
was highly successful overall in mitigating failures and losses for consumer credit unions.”® 

The financial crisis that began in 2007 exposed the U.S. financial system to a perfect 
laboratory test of the adequacy of capital requirements and prudential regulation. A 
comparison of the performance of the two deposit insurance systems in the U.S., the National 
Credit Union Share Insurance Fund (NCUSIF) and FDIC during and after the financial crisis 
demonstrates that the credit union capital regime, as currently structured, is remarkably 
robust. The same is not true of the bank system, and that fact has led to substantial changes to 
the FDlC’s funding and bank capital requirements. Those changes are entirely appropriate 
given the shortcomings exposed by the financial crisis. But similar shortcomings were not 
revealed for the credit union system, and there is therefore no case for NCUA to adopt any of 
the recent initiatives launched by the FDIC. 


Letter from Senator Alfonse M. D' Amato to Mr. Gerard Poliqutn, Secretary of the Board, National Credit Union 
Administration. May?. 2014. 

^ Letter from NCUA Board Chairman Debbie Matz to Ms. A. Nicole Clowers, Director Financial Markets and 
Community Investment, United States Governmental Accountability Office. December 1 9, 20 1 1 . 
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Number of Financial Institution Failures 
Since Start of Downturn 

F W;. NCUA. CtBU. 

• Banfcft *CUs 



From 2007 to 2012, 465 commercial banks failed, and the FDIC’s Deposit Insurance Fund 
(DIF), battered by insurance losses, fell into negative territory at -0.39% of insured deposits in 
2009, despite combined premium assessments in 2008 and 2009 of 27 basis points^. Since 
then, with the help of additional assessments totaling 46 basis points, and reversals of 
previous insurance loss estimates, the DIF has recovered to 1 .0 1 % of insured deposits. 
Because of the stresses this episode placed on the DIF, Congress passed a number of FDIC 
reforms in the Dodd-Frank Act, and the FDIC board has adopted a policy of increasing the 
size of the DIF far beyond its previous level, which typically fluctuated in the range of 1.2% 
to 1.4% of insured deposits. 


insurance Fund Ratios 

Fund Balances per $100 in Insured Deposits 

9«uro«s^ FCNC. NCUA. CUNA. 



^ Until the first quarter of 201 1, FDIC levied premiums on ‘‘assessable deposits”. Since then premiums have been 
based on ‘'assets less tangible equity”, roughly total deposits plus liabilities. Doth of these assessment bases are larger 
than insured deposits. 
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The experience of the credit union system and its deposit insurance fund could not have been 
more different. Credit unions lived through the same severe financial crisis, but with 
strikingly different results. From 2008 to 2012 theNCUSIF fund balance never fell below its 
historical range of 1 .2% to 1 .3% of insured deposits, despite the failures of 1 24 credit unions. 
This stability in the fund ratio was accomplished with just two share insurance premiums, in 
2009 and 20 1 0, totaling 24 basis points of insured shares. 

In other words, credit unions successfully navigated through the most severe economic 
catastrophe in modern economic times — and without the benefit of the proposed RBC 
regulations. During this episode, banks faired much worse operating under a Basel-style 
capital requirement system similar to the one being proposed for credit unions in the RBC2 
proposal. « 


FDIC vs NCUSIF Performance 
( 2008 - 2012 ) 

NCUA 

Deposit Insurance Fund Balance 
% of Insured Deposits 

FDIC 

Initial (2007) 

1.29% 

1.22% 

Lowest (2009) 

1.23% 

-0.39% 

Ending (2012) 

1 .29% 

0.44% 

Number of Failed Institutions 

124 

465 

% of failures with > $100 million in assets 

21% 

79% 

% of failures with > $50 million in assets 

24% 

92% 

Total Insurance Premiums (bp) 

24 

73 


Not only has the agency failed to demonstrate the need for the proposal, the risk-based 
structure it has proposed would do very little to reduce future insurance fund losses. This is 
because, by our analysis, it would not have noticeably reduced insurance losses during the 
recent crisis had it been in effect. The proposal states that 27 credit unions with assets greater 
than $50 million failed between 2008 and 2012 — costing the insurance fund $728 million. 

Our analysis of the 26 credit unions with more than $80 million in assets just before the crisis 
(as of December 2007) that subsequently failed reveals that only seven would have had a 
lower capital classification under RBC2 than they in fact had under current rules. Six of the 
21 well-capitalized credit unions under current rules would have been downgraded, four to 
being adequately-capitalized, and two to undercapitalized. One adequately-capitalized under 
current rules would have been classified as undercapitalized under RBC2. fn other words, of 
the 26 failures, a total of just three would have been demoted to being undercapitalized by 
RBC2, and therefore subject to net worth restoration plans. And the amount of capital they 
would have been required to obtain to become adequately-capitalized is only $7 million, as 
compared to the insurance loss of over $700 million. Further, the amount of capital that 
would have been necessary for all seven downgraded credit unions to regain their previous 
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capital classifications (six to well-capitalized, one to adequately-capitalized) would have 
totaled a mere $43 million. 


Capital Classifications as of December 2007 
of 26 Credit Unions that Subsequently Failed 


Current PCA 




System 

RBC2 

Change from Current to RBC2 




Down by 6: 4 to adequate, 2 to 

Well Capitalized 

21 

15 

under 

Adequately Capitalized 

2 

5 

Up by 3: 4 from well, 1 to under 

Up by 3: 2 from well, 1 from 

Undercapitalized 

2 

5 

adequate 

Critically Undercap'd 

1 

1 

No change 

19 no change, 7 to lower 

Total 

26 

26 

classifications 


If a goal of a Prompt Corrective Action scheme is for covered institutions to hold sufficient 
capital to withstand a severe financial crisis without imperiling the deposit insurance fund, the 
results of the lab test that was the recent financial crisis are compelling evidence that a major 
overhaul of credit union capital requirements toward a Basel-.style system is simply not 
required. 

IV. The Proposed Capital Adequacy Plan Imposes Systemieally Significant Financial 
Institution Stress Testing Requirements on Well-Capitalized and Significantly 
Smaller Credit Unions 

Credit unions are understandably very concerned about NCUA’s proposed additional 
provisions regarding capital adequacy. Potentially, these provisions could be among the most 
problematic for credit unions in RBC2 because they would grant examiners considerable 
latitude to determine whether a credit union needs more capital even if it is well-capitalized 
according to standard net worth and risk-based capital ratio requirements. 

Under RBC2, complex credit unions would be required to develop a capital adequacy plan to 
assess the sufficiency of their capital on an ongoing basis, and set aside capital that is over and 
above the 7% net worth and 10% RBC requirements. The credit union’s plan, assessment, and 
amount of additional capital set aside would all be subject to examiner review. 

These requirements are not necessary for the vast majority of complex credit unions based on 
their management, risk profiles, and current levels of capital. IfNCUA examiners have 
concerns regarding the credit unions they supervise, those situations should be addressed on 
an individual basis and not through rulemaking that would apply universal requirements to all 
complex credit unions, regardless of how well managed they may be. As we show elsewhere 
in this letter, credit unions and the NCUSIF have functioned well without these provisions and 
NCUA has not provided sufficient justification to support their imposition now. 
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In recognition of the unique characteristics of credit unions and their lower risk profile, 
Congress did not intend for credit unions generally to be subject to higher capital 
requirements than what the FCU Act directs. We reject the notion that the thresholds for a 
credit union to be well-capitalized as established by Congress are in any sense “minimum” 
capital requirements. If Congress had intended that to be the case, it would have described the 
classification as minimally capitalized. Well-capitalized means well-capitalized, plainly and 
simply. If a credit union meets the net worth and risk-based capital requirements to be well- 
capitalized, the sufficiency of its capital should not be an issue in terms of any rule that could 
require it to hold additional capital to be considered well-capitalized. 

Even if NCUA had sufficient authority to establish higher capital requirements beyond 
thresholds that Congress authorized it to implement by regulation, a requirement for even 
more capital beyond what RBC2 anticipates would be overkill. 

In light of these concerns, CUNA strongly opposes the capital adequacy plan requirements in 
RBC2. Strategic capital planning is very important for credit unions, and each credit union’s 
long-term desired capital ratio will depend on the credit union’s own assessment of the risks it 
faces, and its tolerance for risk. Such a plan, which for many credit unions includes a buffer 
of additional capital to stay above regulatory requirements, should not be the subject of 
examination and supervision, and the goals a credit union establishes for its own capital 
sufficiency should not become targets or standards for review in an examination. 

CUNA urges NCUA to delete the capital adequacy provisions from the RBC2 proposal. 

V. The Definition of Complex Should Be More Complex Than An Asset Threshold 
Which is Much too Low 

Like its predecessor, RBC2 would use asset size as a proxy for complexity, leaving us with 
the same concerns about the definition of “complex” as we detailed in our RBCl comment 
letter. Size should not be the only determinant for whether RBC requirements apply. Raising 
the asset size from $50 million to $100 million does, however, improve a flawed definition 
simply by impacting fewer credit unions. While we agree that the $50 million level was far 
too low for the rule’s threshold, $100 million is not the appropriate cut-off for application of 
the rule either. 

As we stated in our comment letter last year, the FCU Act says NCUA should define 
“complex” based on the “portfolios of assets and liabilities of credit unions.” It is unclear 
why NCUA is not following this direct instruction from Congress and is concentrating only 
on the size of a potentially complex credit union. If Congress had wanted the application of 
the PCA rules to be based on asset size, it simply would have required that NCUA use asset 
size to determine which credit unions fall under the requirements. 

To be more consistent with the FCU Act, we recommend that NCUA increase the proposed 
$100 million threshold to $500 million and that the threshold be used in combination with 
actual operational complexity as measured by the agency’s Complexity Index. Thus, we 
propose that all federally insured credit unions with assets of $500 million or under be 
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excluded from tlie definition of “complex” and that only those credit unions with assets above 
$500 million and that have an NCUA Complexity Index (discussed in the Supplementary 
Infomiation to RBCl) value of 17 or higher be required to meet risk-based capital provisions. 

There is little danger to the credit union system with “complex” being defined as credit unions 
with $500 million or more in assets because two-thirds of NCUSIF insured shares are in these 
credit unions. NCUA would still have the authority to adjust the definition to include more 
credit unions in the future if the determination is made through the annual one-third regulation 
review that an insufficient amount of credit union assets are covered by RBC2. A measured 
approach would ensure that the proper number of assets eventually fall under RBC 
requirements. The burden will be lower using a $500 million threshold because fewer credit 
unions would initially be subject to RBC requirements. Subsequently expanding the 
threshold, if necessary, is less costly and burdensome than starting off applying the 
requirements to such a high number of credit unions. 

As with any requirement based on a number that increases with inflation and the general 
growth of any industry, whatever number that NCUA chooses to define “complex” should be 
indexed. In addition, consistent with the current practice, any credit union that is identified as 
“complex” by NCUA should be able to present evidence to the agency as to why it is not 
complex and thus, should not be subject to risk-based capital requirements. The process for 
contesting an agency designation of “complex” should also be detailed in the final rule. 

NCUA should provide a better tailored definition of “complex” to ensure tliat the only credit 
unions covered are those with activities that pose extraordinary risk, beyond routine loans and 
investments, for which their adequately-capitalized-level net worth does not provide adequate 
protection. This approach is consistent with the FCU Act and will result in a more reasonable 
application of risk-based capital requirements than relying on asset size alone to determine 
whether the definition of ‘complex” has been met. 

VI. NCUA Should Better Calibrate RBC2’s Risk Weights 

RBC2 makes a number of positive changes to RBC 1 ’s proposed risk weightings. 
Improvements include the removal of weighted average life components from risk weights for 
investments and changes to risk-weight escalation for higher concentrations of real estate and 
member business loans. Other examples of improved treatment under RBC2 include the 
designation of 1-4 family non-owner occupied mortgage loans as residential loans, subject to 
lower risk weightings than if NCUA had categorized the loans as member business loans. 
Unfortunately, RBC2’s risk weights remain too high in key areas, given credit unions’ level of 
risk, and they should be lower than what the federal bank regulators require for assets such as 
mortgage loans, member business loans, servicing and certain investments. Lower risk 
weightings for credit unions are appropriate given their different incentives to manage risk as 
compared to banks, and lower loss history as detailed in our comment letter on RBCl. 


Specifically, current first lien residential mortgage loans over 35% of assets would have a risk 
weight of 75%, actually higher than the 50% risk weight for banks. Current and non-junior 
real estate loans over 20% of assets would also have higher risk weights than provided for 
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banks. Also, credit union commercial loans over 50% of assets would have a risk weight of 
150% while the weighting for bank commercial loans over 50% of assets could be as low as 
1 00%. These risk weights should be adjusted downward to levels no more than those in place 
for banks as credit unions certainly do not have higher levels of risk associated with holding 
these assets. Lowering risk weights for higher eoncentrations of real estate and commercial 
loans would imply lower risk weights for lower eoncentrations of these loans compared to 
bank risk-weights, but this is entirely appropriate given lower loss rates at credit unions. 

We support the proposed treatment of consolidated credit union service organization (CUSO) 
investments and loans in which no separate risk weighting would apply. The risk weight for 
unconsolidated CUSO investments, though, is still too high and should be the same as for 
CUSO loans, which is 100% under RBC2. 

In addition, we believe the 250% risk weighting for mortgage servicing, which was 
unchanged from the first proposal and is the same as for banks, is too high and should be 
significantly lower in any final RBC2. 

CUNA also does not support the 300% risk weighting for publicly traded equity investments 
which should be much lower so that credit unions will not be unduly limited in their 
investments for employee benefit funding. We also urge NCUA to assign a risk weight of no 
more than 100% to charitable donation account investments to help encourage credit unions to 
continue supporting charitable endeavors, such as the National Credit Union Foundation. 

We are also concerned about the definition of the Mortgage Partnership Finance (MPF) 
Program.^ As proposed, the definition could be construed as limiting the benefits of the risk 
based capital treatment only to those credit unions that service their MPF loans, but not those 
that choose to sell the loans servicing-released. Whether or not credit unions service their 
mortgage loans does not alter their credit enhancement obligation in any way. We urge 
NCUA to remove the words, “and servicing them” from the definition of the MPF Program. 
We also recommend adding language to clarify that the definition of the MPF Program does 
not apply to the Mortgage Purchase Program (MPP), a secondary market alternative offered 
by certain Federal Home Loan Banks that achieves credit enhancement by creating a 
contingent asset for the credit union participant, in contrast to the contingent liability 
obligation created under the MPF Program. Since the purpose of the risk based capital 
requirements for off-balance sheet activities is to ensure credit unions hold capital against 
recourse risk, and MPP loans do not have such risk, MPP loans should fail outside of the 
definition of the MPF Program. 

VII. The Treatment of Goodwill and Other Intangible Assets Needs Additional 
Improvement 

In the original proposal, goodwill and other intangible assets (OIA) would have been excluded 
from the numerator of the risk-based capital ratio. In RBC2, a subset of goodwill and OIA 
could be retained in the numerator of the RBC ratio until 2025. That subset would be limited 
to goodwill and OIA that arise from “supervisory” mergers prior to one month after 


’ 80 FR 44Z9-30. 
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publication of the final rule. Supervisory mergers would be broadly defined as assisted 
mergers, emergency mergers, or mergers where the NCUA or state supervisory authority 
selected the surviving credit union. 

The retention of goodwill and OIA in the RBC numerator until 2025 is an improvement over 
the original proposal, but does not go nearly far enough. CUNA believes a strong case can be 
made for the inclusion of all goodwill and OIA in the numerator so long as these intangible 
assets meet Generally Accepted Accounting Principles (GAAP) requirements, i.e., are 
subjected to annual goodwill impairment testing. The exclusion of non-supervisory goodwill 
from the numerator will discourage some well managed and well-capitalized credit unions 
from participating in mergers, and many mergers serve to benefit the members of both the 
surviving and non-surviving credit union. Similarly, mergers can also have a favorable 
influence on safety and soundness - producing institutions that in combination have stronger 
financials and are able to weather more extreme economic swings. In some cases such 
mergers undoubtedly serve to head off what might ultimately become a supervisory 
combination. 

In recognition that goodwill and OIA may not be available to cover losses in the event of a 
liquidation, but also accounting for the fact that GAAP goodwill is very unlikely itself to 
cause a credit union to fail, as an alternative, the final rule might limit the retention of non- 
supervisory goodwill and OIA in the numerator of the RBC ratio for those credit unions that 
are well capitalized on the basis of the net worth ratio. 

At a minimum going forward non-supervisory goodwill that meets annual impairment testing 
should be retained in the numerator over a ten-year phase out period. In other words, after 
any future merger, the amount of any resulting goodwill or OIA that could be included in the 
numerator of the RBC ratio would be reduced by one tenth each year for ten years. 

Regardless of whether or not non-supervisory goodwill is permitted in the numerator, CUNA 
strongly believes that all previous supervisory goodwill should be grandfathered without time 
limit, subject to regular impairment testing. There are three reasons for this. First, those 
credit unions that engaged in such transactions almost certainly reduced insurance losses to 
the share insurance fund, and should not be penalized after the fact. Second, they did so with 
an understanding of current rules at that time. Many of these transactions would likely not 
have occurred had the proposed rules been known, i.e., no longer counting this goodwill at 
some point in the future would be changing the rules midstream. Finally, the amount of 
previous supervisory goodwill is a known, fixed, and relatively small quantity. Only 20 credit 
unions with more than $100 million in assets have goodwill amounting to more than 5% of 
net worth, and the average goodwill to net worth ratio at these credit unions is just 12.8%. 
Supervisory goodwill likely represents no more than three quarters of that goodwill, i.e., 
approximately 10% of net worth. Considering future growth, that supervisory goodwill will 
decline in proportion to net worth and assets going forward, and grandfathering it would 
protect those credit unions that in the past reduced NCUSIF resolution costs, from a cliff 
reduction in their RBC ratios in the future. 
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VIII. NCUA Should Give Credit Unions an Option to Provide the Additional Call 
Report Information Required by RBC2 

The proposed rule will require several changes to the Call Report in order to collect 
information on a number of new data elements provided in the proposal. The proposed 
changes will require credit unions to provide more detail regarding information that is 
presently reported on the Call Report and to provide new information that presently is not 
required. 

While CUNA does not oppose the proposed additional data collection through the Call 
Report, we urge NCUA to consider an alternative to making changes that will affect all 
reporting credit unions. Specifically, we ask NCUA to consider an approach where credit 
unions will have the option of providing the additional, detailed information provided in the 
proposal. Such an approach could be accomplished by simply including additional optional 
data fields within the Call Report, It is our understanding that FDIC employs such an 
approach and we ask NCUA to consult with its fellow regulators for insight into an alternative 
to the current proposed changes to the Cali Report. 

In the Supplemental Information to the proposal, NCUA states that, “The Call Report changes 
prompted by this proposed rule are the kind that would easily be handled as part of the normal 
and routine maintenance of a credit union’s data reporting system.” We encourage NCUA to 
recognize that any and all changes required of a credit union require the expenditure of 
resources. In a time when many credit unions are struggling to comply with existing rules 
from NCUA and other regulators, we urge NCUA to consider any alternatives that will reduce 
the burden RBC2 will impose. 

IX. NCUA Should Permit the Use of Supplemental Capital for the Purposes of this 
Proposal and Should Strongly Advocate for Statutory Capital Reform that 
Includes Supplemental Capital for the Purposes of Prompt Corrective Action 

In our comment letter on RBC 1 , CUNA urged NCUA to allow the use of supplemental capital 
for any complex federally insured credit union to meet its RBC requirements. As discus.sed 
below, NCUA has the authority to permit supplemental capital for RBC purposes, and we 
believe NCUA should include such a provision if a final RBC2 rule is approved. 

While supplemental capital cannot be included in net worth for most credit unions without a 
change in federal law, there is nothing in the FCU Act or GAAP that prevents NCUA from 
including supplemental capital in the numerator of the risk-based capital ratio for RBC, which 
already includes items that are not part of net worth. 

We do not think NCUA needs to be overly prescriptive in permitting supplemental capital for 
RBC purposes. NCUA bas already authorized certificates of indebtedness, wbicb have been 
treated as loans from holders to their credit unions, generally with an interest rate paid to the 
holders. NCUA should reference the use of these instruments to meet RBC requirements for 
federal credit unions and, where permitted, for state chartered credit unions. Adequate 
disclosures should be provided by the credit union to the holder before the proceeds are 
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accepted, but the timing or content of the disclosures need not be complicated. The 
disclosures should be clear and simple, to help ensure the members’ interests are protected 
and should focus on plainly describing the nature and terms of the instruments. In addition, 
suitability requirements may be appropriate. 

Further, we strongly encourage NCUA to aggressively pursue the enactment of legislation that 
would authorize the use of supplemental capital as net worth for the purposes of prompt 
corrective action. We note NCUA has long supported such legislation and we encourage the 
Board to actively advocate for its enactment. 

X. A Separate Interest Rate Risk Rule Is Unnecessary Because Examiners Have 
Sufficient Tools to Supervise Interest Rate Risk 

NCUA’s revised RBC proposal contains what is essentially an implied Advance Notice of 
Proposed Rulemaking (ANPR) on interest rate risk (IRR) — suggesting that a separate IRR 
rule is needed. NCUA believes such a standard should be based on a comprehensive balance 
sheet measure, like net economic value, that takes into account offsetting risk effects between 
assets and liabilities (including benefits from derivative transactions). The stated intent of this 
measure would be to assess IRR consistently and transparently across all asset and liability 
categories, to address both rising and falling rate scenarios, and to supplement the supervisory 
process with a measure calibrated to address those institutions deemed by supervisory 
authorities to be severe outliers. 

CUNA strongly disagrees with the notion that a separate IRR standard is needed to reasonably 
account for IRR at credit unions. Over the last several years, NCUA has issued numerous 
rules and letters addressing the issue of interest rate risk. For example, on September 30, 

2012, the NCUA Board’s final interest rate risk rule took effect. The rule imposes different 
requirements on federally insured credit unions depending on their asset size. Such 
requirements include the development and adoption of a written policy on IRR management 
and a program to effectively implement that policy as part of their asset-liability management 
responsibilities. 

The guidance provided in the appendix to the IRR rule describes best practices for credit 
unions to consider as they write their IRR policy and construct IRR management programs. It 
deals with the responsibilities of boards and management, addresses IRR measurement and 
monitoring, internal controls, and the integration of IRR results into a credit union’s decision 
making. The guidance also provides additional considerations if a credit union is large with 
complex or high-risk balance sheets. This alone should be the basis of NCUA’s efforts to 
manage IRR concerns. 

There is absolutely no need to burden the overwhelming majority of credit unions — those that 
are clearly not severe IRR outliers — with a new and complicated one-size-fits-all IRR 
approach. Instead, NCUA’s focus should be squarely on the exceedingly small number of 
institutions that might be considered severe outliers. NCUA can easily identify severe outliers 
in the supervisory process — and undoubtedly has done so already. Due to the unique issues 
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that cause each institution to be viewed as severe outliers, NCUA should concentrate 
resources on them separately in the supervisory process. 

To this end we suggest that NCUA — prior to releasing a proposed IRR rule — form an 
advisory group consisting of a broad cross-section of credit unions. This advisory group 
should be tasked with developing a call-report-based “severe outlier identifier model.” Using 
mostly existing call report data, the model would serve as an identification tool that evaluates 
each credit union’s assets, liabilities, and all hedging positions that assist in managing risk 
exposures. Any credit union that “passes” using the model’s identification rubric would be 
deemed to have only low-to-moderate IRR exposure and would not be subject to a standard 
comprehensive balance sheet model in the supervisory process. In these cases, each credit 
union’s existing approach to IRR would be considered totally sufficient. As noted above, we 
expect the overwhelming majority of complex credit unions would not be selected by the 
designated model. 

Importantly, a credit union that fails to pass using the tool’s selection rubric would 
automatically be viewed as a “ potential severe outlier.” In these cases, the identification 
model would simply raise a “yellow flag” - requiring more detailed analysis and dialogue 
with supervisory authorities within the examination process. In essence this would be a 
resource allocation tool which would engage NCUA’s Capital Markets/ALM specialists who 
would more closely evaluate each potential severe outlier. 

Following this interaction an even smaller net number of actual “severe outliers” would be 
identified. These credit unions could be subjected to varying degrees of enforcement actions 
until they no longer were identified as severe outliers, or otherwise demonstrated to examiners 
that their interest risk was appropriately measure and managed. 

This approach would be consistent with that which has been adopted by the banking 
regulators. As noted in our original comment letter, the banking industry’s Basel 
requirements use a “three pillars” approach. Banking regulators address IRR in the “second 
pillar” — within the supervisory review process — in recognition of the fact that IRR is best 
addressed through policies, procedures and robust measurement systems. Banks are not 
subject to a standardized, quantified IRR rule — instead bank regulators essentially use the 
supervisory proeess to identify institutions of particular concern. 

In any case, complex credit unions should not to be subject to layers of new IRR regulation 
disproportionate to their exposure to this risk. 

It bears repeating — as noted in our previous comment letter — history has shown that credit 
union exposure to IRR is modest and credit unions have an enviable record of astute IRR 
management, continually demonstrating their ability to adequately manage, monitor and 
control such risk. For example, at the beginning of 2004, one-third of all credit unions with 
$50 million or more in total assets reported a Net Long-Term asset ratio exceeding 30% of 
total assets. In all, 170 of these credit unions reported a ratio between 40% and 50% of total 
assets and 83 reported a ratio that exceeded 50% of total assets. 
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Beginning in June of 2004 the Federal Reserve began to raise its short-tenn interest rate target 
and by July 2006 the Federal Funds interest rate had increased by roughly 425 basis points to 
a monthly average of 5.24%. 

Despite this substantial market interest rate shock, we are unable to identify — either through 
material loss reviews (MLRs) or by other means — ^any strain on the NCUSIF caused by 
natural person credit union exposure to IRR. The NCUSIF ratio actually increased over the 
period from $1.27 per $100 in insured shares at the start of 2004 to $1.31 per $100 at year-end 
2006. Similarly, we are unable to identify any natural person credit union with over $50 
million in assets that failed as a result of too-high exposure to IRR. 

XI. Implementation Should Be Delayed to 2021 to Coincide With the Termination of 
the Corporate Stabilization Fund 

We appreciate that NCUA has proposed a significant delay in the implementation of RBC2, 
but we encourage the agency to delay implementation even further — until 2021 — to coincide 
with the termination of the corporate stabilization fund, at which time credit unions will 
receive refunds. The refunds will be important to those credit unions that will need to 
increase capital levels in order to comply with RBC2. 

XII. Conclusion 

On behalf of America’s credit unions and their members, thank you very much for the 
opportunity to provide comments on this proposed rule. As stated, we believe the proposal is 
fundamentally flawed and, in certain areas, exceeds NCUA’s statutory authority. We urge 
NCUA to withdraw the proposal and, in lieu of that, we strongly encourage NCUA to make 
substantial improvements to the proposal consistent with our comments herein. 


Sincerely, 
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July 23, 2015 

Community 
Bankers of America® 

Congress Should Exercise Vigorous Oversight 
of NCUA’s Sweeping MBL Proposal 



On behalf of the more than 6,000 community banks represented by ICBA, thank you for convening 
today's hearing on the National Credit Union Administration's Operations and Budget. ICBA is 
pleased to submit this statement for the record which sets forth our strenuous objections to the 
NCUA's recently published proposal to comprehensively rewrite the rule governing credit union 
member business lending. 

Member business lending is a highly contentious issue which has been debated in Congress for more 
than a decade. The NCUA should not be permitted to end-run Congress with a proposal to 
significantly expand member business lending and other forms of credit union commercial lending and 
discard or weaken critical prudential safeguards. What’s worse, certain provisions of the proposal 
clearly circumvent the plain language of the Federal Credit Union Act. ICBA’s objections to the 
NCUA proposal include; 

• Flouting the statutory cap on member business loans. The Federal Credit Union Act’s 
statutory calculation clearly and unambiguously sets the member business lending (MBL) 
cap at 12.25 percent of assets. However, the NCUA MBL proposal, together with their 
proposal to apply risk based capital standards under Basel III to credit unions, could be used 
to circumvent the 1 2.25 percent MBL cap, raising it to 1 7.5 percent of assets or even higher 
for certain credit unions. This proposal simply cannot be squared with the plain language of 
the Act. According to the legislative history, the current MBL cap effects the will of 
Congress that credit unions serve persons of modest means “through an emphasis on 
consumer rather than business loans.”' The legislative history also states that the MBL cap is 
intended to limit the risk of taxpayer losses as a result of “large commercial loans” by credit 
unions. 

• Taking “member” out of member business loans. Under the current rule, the borrower - a 
credit union member - must personally guarantee a member business loan. This is what 
makes a loan a member business loan. Nevertheless, the proposal would remove the member 
guarantee requirement. A member business loan would become an ordinary business loan - a 
radical departure from the credit union lending model clearly not intended by the Federal 
Credit Union Act. 


^ According to the Senate Banking Committee Report accompanying 1998 Credit Union Membership Access Act 
(Senate Report 105-193), “Those restrictions [the 12.25 percent of assets MBL cap] are intended to ensure that 
credit unions continue to fulfill their specified mission of meeting the credit and savings needs of consumers, 
especially persons of modest means, through an emphasis on consumer rather than business loans. 
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• Undermining the MBL cap. The current MBL cap already contains a number of exceptions 
that undermine its purpose and integrity. For example, whole loans and loan participations 
purchased from other credit unions do not count toward the cap. The NCUA proposal would 
greatly expand this loophole by removing the requirement that credit unions seek a waiver 
for such lending. This would allow large credit unions to engage in hundreds of millions and 
possibly billions of dollars of business loans outside of the MBL cap. 

• No analysis showing economic need. The NCUA has failed to show economic need exists 
to justify its sweeping proposal. A recent survey published by the National Federation of 
Independent Businesses found that only four percent of small business owners reported not 
having all of their credit needs met, a historically low percentage.^ In addition, only two 
percent of small businesses reported that obtaining credit was their main problem. Under 
these credit conditions, the NCUA proposal is unlikely to result in net new loans. Rather, it 
would allow tax exempt credit unions to siphon business loans from taxpaying community 
banks. This in turn would reduce tax revenues at the federal, state, and local levels. 

• Reckless weakening of prudential protections. The NCUA proposal would discard or 
significantly weaken a series of prudential restrictions on member business lending such as 
ioan-to-value caps on collateral used to secure loans and loan-to-a-single-borrower limits, as 
well as the borrower guarantee requirement noted above. As discussed below, this weakening 
of lending standards is completely unwarranted by credit unions’ dismal record of failed 
member business loans. 

In the background to the proposal, the NCUA itself concedes that: "Poorly managed business 
lending activities were a contributing factor in the failure of at least five credit unions since 
2010. They account for roughly $141 million, or 25 percent of total share insurance fund losses 
over the last five years." Elsewhere, the NCUA has stated that MBLs are delinquent at 2.5 times 
the rate of all loans, and imprudent business lending has led to the weakening or failure of 
hundreds of credit unions.^ 

The NCUA should answer the question why, given its frank lack of confidence in credit union 
business lending, it proposes to weaken critical prudential safeguards. Reckless business lending 
has already jeopardized the credit union system. Credit unions lack the experience and the 
expertise to safely conduct business lending, and the NCUA lacks experience in supervising 
business lending. 

Congress should oversee critical policy changes at the boundary between taxable and tax exempt 
institutions. ICBA hopes that this hearing will give committee members an opportunity to 
question the NCUA regarding the statutory authority and policy rationale for its proposal. A list 
of suggested questions is attached to this statement. A sweeping rewrite of MBL powers should 
not be made by regulatory flat. 


“Smali Business Economic Trends.” National Federation of Independent Businesses. May 2015. 

^ Testimony of Deborah Matz, Chairman. National Credit Union Administration, before the Senate Banking 
Committee, December 9, 2010. 
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Finally, ICBA believes the comment period on the NCUA proposal should be extended to allow 
additional time for public consideration and comment. As the NCUA concedes, the proposal 
would make '‘substantia! changes*’ to credit union business lending procedures. The agency 
should have the benefit of a comprehensive and thoughtful public examination of its many 
consequential changes. An extension of 60 days or more would be appropriate and would allow 
Congress to review the proposal when members are in Washington D.C. Policy making of this 
significance should be conducted in the light of day, not during an August congressional recess. 

Attachment 

Questions for Chairman Matz regarding the NCUA MBL proposal 
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Questions for NCUA Chairman Matz 

1 ) How much do you project credit union business lending will increase over the next 5 years if 
your proposal becomes a final rule? 

2) What economic analysis has NCUA conducted to indicate there is a need for a massive 
increase in credit union business lending? 

3) What percentage of new loans made under this proposal, if finalized, would be new business 
loans that would not otherwise have been made versus loans taken off the books of 
commercial banks? 

4) How does NCUA monitor the mission of credit unions to ensure that credit union loans are 
being directed towards borrowers of “modest means’’ - consistent with the credit union 
mission? How would loans to borrowers of modest means be monitored under this new rule? 

5) Could this proposed rule allow credit unions to have a MBL cap significantly higher than 
12.25% (i.e., 17.5%)? If so, doesn't this conflict with current law which requires the MBL 
cap to be based on 1.75 limes actual net worth or 1.75 times minimum net worth required for 
the credit union to be well capitalized? Please explain. 

6) If participation loans and the purchase of whole loans are exempt from the MBL cap, does 
this incentivize large credit unions to buy or participate in large volumes of business loans 
with the nation’s largest banks? If so, is this a loophole around the MBL cap? 

7) The proposal indicates there have been approximately 1 ,000 waivers granted to credit unions 
over the past couple of years from business lending constraints. Can you explain the waiver 
review process and indicate under what circumstances NCUA grants waivers? What 
percentages of the waiver applications have been approved and what percentage have been 
denied? 

8) The NCUA Board has acknowledged that this rule is a “significant change” and plans to 
allow an 18 month implementation period. Given the significant changes involved, shouldn’t 
the comment period be 90 to 120 days? 
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July 23,2015 

The Honorable Richard Shelby 
Chairman 

Senate Banking Committee 
Washington, DC 20515 

The Honorable Jeb Hensarling 
Chairman 

House Financial Services Committee 
Washington, DC 20515 


The Honorable Sherrod Brown 
Ranking Member 
Senate Banking Committee 
Washington, DC 205 1 5 

The Honorable Maxine Waters 
Ranking Member 

House Financial Services Committee 
Washington, DC 20515 


Dear Chairmen Shelby and Hensarling and Ranking Members Brown and Waters: 


The undersigned organizations, representing the 53 State Bankers Associations from every state in 
the country, write to strongly urge you to hold the credit union industry accountable and to 
significantly increase your oversight authority over the National Credit Union Administration 
(NCUA). NCUA is charged with protecting the safety and soundness of credit unions, but has 
turned into a cheerleader for the $1 trillion tax exempt industry it is charged with supervising. 

We are deeply troubled by the actions and recent comments from NCUA’s Chairman that, in the 
name of “regulatory relief,” tire agency is prepared to essentially provide the credit union lobby’s 
legislative agenda through regulation despite Congress’ repeated unwillingness to do so directly. 
For example, in June, NCUA proposed expansive changes to its business lending regulations, 
claiming authority to raise the Congressionally-imposed cap on business loans. The proposal also 
effectively makes the cap irrelevant through changes to loan participations, threatening safety and 
soundness and diverting credit unions from their mission of serving consumers. 


NCUA’s Chairman also said in a June 25, 2015 speech that the agency is on the verge of 
proposing regulations to water down the statutory prohibition on supplemental forms of capital 
and limitations on credit union fields of membership. Both would fuel substantial growth in the 
tax-exempt credit union industry, making a mockery of any concept of serving a targeted market. 
Even more brazenly, NCUA’s Chairman also took credit in the same speech for freeing nearly half 
of all credit unions from statutory limitations on business lending, supplemental capital, and the 
acceptance of non-member deposits from any source through “streamlining” qualification for a 
designation designed to serve low-income people. With so many credit unions qualilying, we 
question whether NCUA could possibly be giving each institution a serious look at whether this 
special designation is appropriate. This is evidenced by some of the credit unions that have earned 
the status: one that serves residents of one of America’s wealthiest communities, Stamford, CT, 
and others that serve America’s wealthiest universities, including Harvard and Georgetow'n. 

“Regulatory relief’ does not mean promoting explosive growth of the credit union industry at the 
expense of taxpayers, community banks, or the communities those banks serve. Credit unions 
enjoy a massive $25.39 billion federal subsidy over 10 years in the form of the tax exemption. 

These proposed changes would exponentially expand that tax subsidy while creating 
significant safety and soundness concerns, and should call into question whether the 81 year- 
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old tax exemption is appropriate in the modern era. They certainly call into question the 
adequateness of the NCUA. We call on Congress to hold the credit union industry and the NCUA 
accountable and do everything possible to rein in this out-of-control agency. 

Sincerely, 


Alabama Bankers Association 

Alaska Bankers Association 

Arizona Bankers Association 

Arkansas Bankers Association 

California Bankers Association 

Colorado Bankers Association 

Connecticut Bankers Association 

Delaware Bankers Association 

Florida Bankers Association 

Georgia Bankers Association 

Hawaii Bankers Association 

Heartland Community Bankers Association 

Idaho Bankers Association 

Illinois Bankers Association 

Illinois League of Financial Institutions 

Indiana Bankers Association 

Iowa Bankers Association 

Kansas Bankers Association 

Kentucky Bankers Association 

Louisiana Bankers Association 

Maine Bankers Association 

Maryland Bankers Association 

Massachusetts Bankers Association 

Michigan Bankers Association 

Minnesota Bankers Association 

Mississippi Bankers Association 

Missouri Bankers Association 


Montana Bankers Association 
Nebraska Bankers Association 
Nevada Bankers Association 
New Hampshire Bankers Association 
New Jersey Bankers Association 
New Mexico Bankers Association 
New York Bankers Association 
North Carolina Bankers Association 
North Dakota Bankers Association 
Ohio Bankers League 
Oklahoma Bankers Association 
Oregon Bankers Association 
Pennsylvania Bankers Association 
Puerto Rico Bankers Association 
Rhode Island Bankers Association 
South Carolina Bankers Association 
South Dakota Bankers Association 
Tennessee Bankers Association 
Texas Bankers Association 
Utah Bankers Association 
Vermont Bankers Association 
Virginia Bankers Association 
Washington Bankers Association 
West Virginia Bankers Association 
Wisconsin Bankers Association 
Wyoming Bankers Association 


cc: Members of the Senate Committee on Banking, Housing and Urban Affairs 
Members of the House Committee on Financial Services 
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NAFCU 


3138 10th Street North 
Arlington. VA 22201-2149 
P: 703.842.2234 
F: 703.522,0594 
chunt@nafcij.org 


National Association of Federal Credit Unions | www.nafcu.org 


Carrie R. Hunt 

Senior Vice President of Government Affairs 
and General Counsel 


July 22, 2015 

The Honorable Randy Ncugebaucr 
Chairman 

Subcommittee on Financial Institutions 
and Consumer Credit 
House Financial Services Committee 
U.S. House of Representatives 
Washington, D.C. 20515 


The Honorable Wm. Lacy Clay 
Ranking Member 

Subcommittee on Financial Institutions 
and Consumer Credit 
House Financial Services Committee 
U.S. House of Representatives 
Washington, D.C. 20515 


Re: Tomorrow’s Hearing: “National Credit Union Administration Operations and Budget” 

Dear Chairman Neugebauer and Ranking Member Clay: 

On behalf of the National Association of Federal Credit Unions (NAFCU), the only trade association 
exclusively representing the federal interests of our nation’s federally-insured credit unions, I write 
today in conjunction with tomorrow’s subcommittee hearing entitled “National Credit Union 
Administration Operations and Budget.” NAFCU thanks you for holding this important hearing for 
the credit union industry and would like to take the opportunity to share our thoughts on some of our 
top concerns with the National Credit Union Administration (NCUA) ahead of the hearing. NAFCU 
believes that a robust discussion of credit union issues only helps to strengthen the industry. 


NCUA’s Budget 

NCUA is funded by the credit unions it supervises. Each year, credit unions are assessed a different 
operating fee based on asset size. NCUA then pools the monies it receives from credit unions and uses 
those funds to create and manage an examination program. The monies that NCUA collects, however, 
have significantly increased since 2008 to cover more than $100 million in growtli in the agency’s 
annual operating budget which stands at $279 million today. 

Because NCUA’s budget is funded exclusively by the credit unions it regulates and m.sures, it is of (he 
utmost and ever-increasing importance to the credit union industry. Yet, for the fifth year in a row, 
NCUA released and approved its annual budget without a formal hearing, thereby depriving the credit 
union industry and its membership, from which the agency receives its total funding, of the 
opportunity to formally comment on the agency’s budget. 

From 2001-2008, the agency held annual budget hearings to help promote transparency and allow the 
industry to ask questions to become better informed about NCUA’s budget and the agency’s plans for 
the year ahead. These hearings stopped in 2009, which happens to coincide with when the NCUA 
budget started to see significant increases. While this may have been expected during the financial 
crisis, these increases have continued post-crisis at a lime when the FDIC has actually been scaling 
back its budget. 


NAFCU I Your Direct Connection to Education, Advocacy & Advancement 
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NCUA is charged by Congress to oversee and manage the National Credit Union Share Insurance 
Fund, the Temporary Corporate Credit Union Stabilization Fund, the Central Liquidity Fund, and its 
aimual operating budget. Because these funds are comprised of monies paid by credit unions, NAFCU 
has long advocated the agency to exercise greater transparency by releasing non-aggregated balance 
sheets for each fund. Currently, NCUA publicly releases general financial statements and aggregated 
balance sheets for each of these funds. However, the agency does not provide non-aggregated 
breakdowns of the components that go into the expenditures from the funds. Although NCUA releases 
a plethora of public information on the general financial condition of the funds, they fail to fully 
disclose the amounts disbursed and allocated for each fund. NAFCU believes that credit unions 
deserve clearer disclosures of how the fees they pay the agency are managed. 

Bipartisan legislation, H.R. 2287, the National Credit Union Administration Budget Transparency Act 
is pending before the committee. This legislation would require the NCUA Board, before the annual 
submission of its required detailed business-type budget, to: (1) print a draft of the budget in the 
Federal Register; (2) hold a public hearing to receive comments from the public on the draft; and (3) 
include in the required integral set of accounts statements in which the budget will address any of such 
comments. NAFCU urges you to support this legislation. 

NCUA’s Risk-Based Capital Proposal 

In January of 2014, the NCUA Board initially proposed a risk-based capital system for credit unions. 
Tlie propOiSal drew over 2,000 comments and over 360 Members of Congress expressed concerns. 
Based on those comments and concerns, the NCUA Board issued, by a 2-1 vote, a revised risk-based 
capital proposal in January of 2015. This revised proposal drew a record 2,167 comments and remains 
controversial in the industry, which views it as a costly solution in search of a problem. Credit unions 
believe this rulemaking is not only unnece.ssary given how extremely well-capitalized the industry is 
today, but they also fear this proposal will unjustifiably constrain their ability to grow and serve their 
communities. 

Questions have been raised about the cost of this proposal on industry, the legal authority of the ageney 
to issue the rule that they’ve proposed, the regulatory burden this new rule would have on eredit unions 
and the impact on credit unions’ capital buffers (capital cushion,s) - which could extend into the 
hundreds of millions of dollars. 

Ultimately, NAFCU believes legislative changes are necessary to bring about comprehensive capital 
reform for credit unions that would reflect lower capital requirements for lower-risk credit unions and 
higher capital requirements for higher-risk credit unions. Such a system should move away from tire 
static net-worth ratio to a system where NCUA joins the other banking regulators in having greater 
flexibility in establishing capital standards for institutions. NAFCU also believes that capital reform 
must include access to supplemental capital for all credit unions and we would urge your support for 
H.R. 989, the Capital Access for Small Businesses and Jobs Act. 

On June 15, 2015, Representatives Fincher, Heck and Posey introduced the bipartisan Credit Union 
Risk-Based Capital Study Act of 2015 (H.R. 2769). This legislation would stop NCUA from moving 
forward with their second risk-based capita! proposal until completing and delivering to Congress a 
thorough study addressing NCUA's legal authority, the proposal's impaet on eredit union lending, 
capital requirements for credit unions compared to other financial institutions and more. Additionally, 
NCUA could make any legislative recommendations tliat would help with the implementation of a new 
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capital system. The agency would not be able to finalize or implement the proposal before 120 days 
after the report goes to Congress. This “time-out” would give everybody a chance to examine the issue 
in greater detail. NAFCU urges you to support this legislation. 

Regulatory Relief 

Regulatory burden is the top challenge facing all credit unions. While smaller credit unions continue 
to disappear as a result of the growing burden, all credit unions are finding the current environment 
challenging. Finding ways to cut-down on burdensome and uimecessary regulatory compliance costs 
is the only way for credit unions to thrive and continue to provide their member-owners with basic 
financial services and the exemplary service they need and deserve. It is also a top goal of NAFCU. 

We hope NCUA will use this opportunity to outline areas where they support legislative regulatory 
relief and areas where the agency plans to act to provide relief. A prime example of NCUA action is 
the agency’s Fixed Assets proposal which is scheduled to be finalized tomorrow. The agency should 
be commended for bringing this long needed relief to credit unions. We hope NCUA Chairman 
Debbie Matz will outline more areas where the agency plans to take such steps in her testimony 
tomorrow. 

For example, NAFCU believes that the agency could do more under existing law to provide field-of- 
membership relief for credit unions. Further, NAFCU believes that NCUA can remedy and streamline 
the process of applying for field of membership expansions or conversions. Many federal credit 
unions (FCUs) report that they must wait between 18 months to two years before a field of 
membership expansion request is approved or denied by NCUA. Often, during the extensive waiting 
time after the application has been submitted, the FCU is rarely provided any information from NCUA 
about the status of their request. 

NAFCU believes NCUA ha.s the existing statutory authority to make tlie following field of 
membership changes; 

• Require deadlines for FOM amendment requests 

• Increase transparency in the agency’s decision making process 

• Streamline cumbersome notification requirements 

• Make it easier for a FCU to convert to a community charter 

• Clarify the definition of “rural district” 

• Recognize the growth of technology in defining a “community” 

• Modifying the service facility requirement to recognize online banking services 

• Provide greater flexibility with Trade, Industry, or Profession (TIP) charters 


We also recognize the recent proposal by NCUA to improve the member business lending process at 
credit unions. You may have heard from banking trades that mischaracterize this proposal as an 
attempt to circumvent the statutory member business lending cap at credit unions, but in reality this is a 
proposal to cut “regulatory red-tape” for credit unions and our nation’s small businesses by removing 
overly prescriptive restrictions the agency placed on credit union business lending a number of years 
ago in favor of a more comprehensive and overall principle-based risk management policy for business 
lending at each credit union. The bankers are simply attempting to rmfairly limit competition. 
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NAFCU also urges you to support legislation that would provide credit unions with relief from the 
arbitrary member business lending (MBL) cap. Legislation such as H.R. 1 1 88, the Credit Union Small 
Business Jobs Creation Act (which would raise the MBL cap to 27.5% of assets), H.R. 1422, the 
Credit Union Residential Loan Parity Act (which would exempt non-owner occupied 1-4 family 
dwelling loans from the MBL cap), and H.R, 1133 (which would exempt loans made to veterans from 
the MBL cap) de.serve your support. 

We hope areas such as fieid-of-membership reforms, the agency’s proposed changes to the member 
business lending process and pass-through share insurance coverage will be areas of regulatory relief 
covered by Chairman Matz tomorrow. We urge you to encourage the agency to be aggressive in its 
actions to provide relief moving forward. 

NCUA and Third-Party Vendor Examination Authority 

NAFCU opposes the agency’s call for the ability to examine third-party vendors. We view this as 
regulatory overreach that would prove costly and create new burdens for the industry. When NCUA 
previously had this authority for Y2K concerns. Congress specifically had the authority sunset and 
chose not to renew it. The NCUA budget has already increased over 50% during the past five years. 
The budget would continue to increase dramatically if NCUA had to hire or contract experts in every 
field that credit unions contract to third parties in order to examine vendors. NCUA already has the 
tools it needs to address risk through its examination of credit unions directly. 

NCUA has cited cybersecurity as a reason it should have vendor examination authority over 
technology vendors. However, the key to safety and soundness for credit unions is the credit union 
relationship with the third party, which is already subject to the examination process. 

Credit unions are proud of their track record of success in helping consumers and tlie American 
economy. We ultimately want fair regulation that ensures safety and soundness but does not liamper 
our ability to provide the services that our nation’s 100 million credit union members desire. We th^ 
you for holding this important heating. If ray staff or I can be of assistance to you, or if you have any 
questions about credit unions, please feel free to contact myself or NAFCU’s Vice President of 
Legislative Affairs Brad Thaler at (703) 842-2204. 


Sincerely, 



Carrie R. Hunt 

Senior Vice President of Government Affairs and General Counsel 


cc; Members of the Flouse Financial Services Committee 
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NiiSCUS 

National kssomim or State Credit Union Supervisors 


July 22, 2015 

The Honorable Randy Neugebauer 
Chairman 

Subcommittee on Financial 
Institutions and Consumer Credit 
Financial Services Committee 
U.S. Flouse of Representatives 
Washington, D.C. 20515 


The Honorable William Lacy Clay 
Ranking Member 
Subcommittee on Financial 
Institutions and Consumer Credit 
Financial Services Committee 
U.S. House of Representatives 
Washington, D.C. 20515 



Dear Chairman Neugebauer and Ranking Member Clay: 

On behalf of the National As.sociation of State Credit Union Supervisors (NASCUS), the 
professional association representing our nation’s state credit union regulators, I am writing 
today in re,spect to tomorrow’s hearing on the National Credit Union Administration’s 
Operations and Budget. NASCUS encourages the subcommittee to carefully examine the proper 
separation within the NCUA of insurance and supervisory functions, and the impact of that 
imprecise distinction on the health and well-being of the dual chartering system. In particular, 
NASCUS is concerned that the agency’s funding mechanism and examination cycles are having 
an inequitable impact on state chartered credit unions and state regulators, 

A primary and long-standing priority of NASCUS is achieving meaningful transparency around 
the NCUA’s budget and its allocation of expenses across state and federal credit unions. As both 
a charterer and share insurer, NCUA primarily funds itself in two ways: through direct 
assessments on federal credit union.s, and by transferring money from the share insurance fund 
that is contributed by both state and federal charters. Currently, the agency funds over 70% of its 
total budget from share insurance fund monies through the overhead transfer rate (OTR). 

Generally speaking, increases in the portion of the budget funded by the OTR have led to 
decreases in direct assessments on federal credit unions. For example, by increasing the OTR in 
2014, NCUA was able to shift a substantial portion of its expenses to the insurance fund, thereby 
enabling NCUA to reduce 2014 federal credit union operating fees by $1 0.5 million despite an 
increase of $26.5 million in its 2014 operating budget This represents a significant reallocation 


NASCUS • 1655 North Fort Myef Drive, Suite 650. Aiiington, Virginia 22209 • P (703) 528-8351 • F; (703) 528-3248 • www.nascus.org • offices@nascus.org 



108 


of direct assessment expenses for federal credit unions into indirect insurance fund contributions 
which are bonie by both state and federal credit unions. 

Given the inherent conflict of interest between NCUA’s roles as a competing chartering 
authority and common insurer it is imperative that stakeholders be given the opportunity to 
evaluate and formally respond to NCUA’s allocation of expenses across the industry. 
Consequently, NASCUS supports the NCUA Budget Transparency Act (H.R. 2287) which 
would require NCUA to open its budget process to notice and comment from stakeholders. 

Additionally, NASCUS urges the subcommittee to push NCUA to raise the threshold for its 
annual insurance exam of state-chartered credit unions. NCUA currently examines all federally- 
insured credit unions with assets in excess of $250 million on a 12 month cycle, regardless of 
their CAMEL rating, risk profile, or frequency of examination by the state. In some cases, this 
inflexible policy can lead to state-chartered credit unions with over $250 million in assets being 
subject to two separate on-site exams in a 12 month period. 

NCUA could ease the regulatory burden for credit unions, and enable valuable supervisory 
discretion for state regulators, by raising the threshold for annual insurance exams to institutions 
with assets of $500 million or more, and relying on state regulator exams for institutions below 
that threshold on a risk-based basis. 

State agencies eonduct regular on-site examinations of their credit unions and, absent a specifie 
insurance-related concern, NCUA should rely on those exams as envisioned by the Federal 
Credit Union Act. This adjustment would free up supervisory resources, both at the NCUA and 
state level, to focus on problem institutions and emerging areas of supervisory eoncem, such as 
cyberseeurity. Although, in theory, the risk profile of a $250 million credit union could change 
rapidly, NCUA and the states have off-site tools to monitor the condition of credit unions 
remotely. In conjunction with on-site state exams, this should provide NCUA sufficient 
information to evaluate the insurance risk of these credit unions. Furthermore, the health of any 
individual $250 million credit union does not pose a systemic risk to the share insurance fund. 

We appreciate the opportunity to share our concerns with the subcommittee, and we hope that 
you take this opportunity to stress the importance of the dual chartering system, the value of 
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transparent and meaningful stakeholder input, and the critical distinction between supervisory 
and insurance functions to the NCUA Chairman. 

If NASCUS can be of any assistance on this or any issue, please don’t hesitate to reach out to me 
directly, or to our Regulatory and Public Policy Counsel, Sabrina Bergen, at (703) 528-0669. 


Sincerely, 

i 

Lucy Tto 

President & CEO 

cc: Members of the Subcommittee on Financial Institutions and Consumer Credit, House 
Financial Services Committee 
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House Subcommittee on Financial Institutions and Consumer Credit 
Hearing on National Credit Union Administration Operations and Budget 
July 23, 2015 

Questions for Debbie Mate, Board Chairman, National Credit Union Administration, from 
Subcommittee Chairman Randy Neugebaucr 

1. According to the NCUA Inspector General’s material loss reviews, NCUA examiners 
routinely identified problems on a timely basis. There is no indication that any of the 
credit unions that ultimately fatted were not regularly examined. The reports do reveal 
flaws in the agency’s follow-through with judicious supervision and well-tailored 
enforcement, which contributed to the failures. 

Witt you provide Committee with a list of credit unions that fatted during the crisis as a 
direct result of inadequate NCUA staffing or supervision? How will an increase in 
staffing prevent the failure of supervision and enforcement? Should NCUA ’s failure he 
rewarded with more funding? 

Before examining the number of credit unions that failed during the financial crisis, it’s 
important to look at the changes in the NCUA budget during the years leading up to the crisis. 

As noted in my testimony, the NCUA Board held annual budget hearings between 2001 and 
2008 affecting the 2002 through 2009 budgets. 

During the years of these hearings, NCUA's budgets failed to keep an appropriate pace with 
growing credit union assets, risks, product and service complexity, and industry 
interconnectedness and concentration. In fact, as shown in the chart below, NCUA’s budget per 
million dollars of federally insured credit union assets dropped from $321 per million dollars of 
system assets in 200 1 , the year before budget hearings began, to $2 1 9 per million in 2009, the 
last year affected by the budget hearings. The difference over this timeframe represents a drop 
of more than 30 percent in available resources. 


NCUA Budget per Million of FICU Assets 



As illustrated in the chart at the top of the next page, during the same seven years leading up to 
the financial crisis, NCUA also cut a total of 91 staff positions — even though credit union assets 
had increased by 73 percent. 
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To facilitate these budget and personnel cuts, NCUA adopted a delayed examination cycle 
extending periods between examinations for institutions not identified as troubled for up to 24 
months, with an average of 1 8 months. The program ultimately reduced the number of full 
examinations completed. 

While NCUA met planned program needs, the staffing levels during this time did not provide the 
additional staffing needed to materially expand supervision activities for all identified emerging 
risks. As a result, an emerging risk that was once addressed with an interim follow-up 
supervision contact could only occur where NCUA staffidentified the threat to the National 
Credit Union Share Insurance Fund as imminent. 

Historically, well-run credit unions with an identified emerging risk — such as a growing 
concentration of real estate loans — received an informal enforcement with the expectation that 
management would address those concerns in the normal course of business, as had happened in 
the past. Examiners did not have sufficient time to perform additional onsite visitations, where 
the perceived risk was manageable. Thus, the extended examination cycle allowed an emerging 
threat to grow more significant if left unresolved by credit union management. 

In the capping report that you cite about material loss reviews, NCUA’s Inspector General 
criticized NCUA for not more aggressively pursuing problem areas through supervision and 
enforcement potentially reducing losses. The critical pre-crisis staff reduction hurt the ability of 
NCUA to respond initially to the financial crisis. As a result, substantial staff increases were 
necessary for NCUA to rebuild the examination and supervision program necessary to ensure the 
safety and soundness of credit unions going forward. 1 addressed those issues as soon as 1 
became NCUA Board Chairman. 

Long before the Inspector General issued the report criticizing NCUA's lack of appropriate 
supervision and enforcement, 1 recognized the need to address this issue. Soon after 1 became 
NCUA Board Chairman, we quickly established an expectation that repeat serious Documents of 
Resolution would not be tolerated. We also instructed examiners to move to stricter enforcement 
actions and, where necessary, formal enforcements to resolve identified problems. 

We continued to study causes of losses, and further refined our policy on Documents of 
Resolution in 2013. We fully trained staff and established the clear message to credit unions that 
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a Document of Resolution is serious, and it must be resolved by credit union management 
promptly to avoid rapid and aggressive enforcement. 

From 2008 through 201 1, 90 federally insured consumer credit unions failed, which means they 
were subject to an involuntary liquidation or an assisted merger. This number reflects a failure 
rate of 1.1 percent (90 failures out of 8,101 federal insured credit unions as of December 31, 
2007). In comparison, 414 federally insured banks and thrifts failed during the same timeframe, 
for a failure rate of 4.9 percent (414 failures out of 8,533 institutions insured by the Federal 
Deposit Insurance Corporation as of December 3 1 , 2007). In addition to the failure of 90 
consumer credit unions listed on the next page, five corporate credit unions failed during the 
Great Recession: U.S. Central, WesCorp, Members United, Southwest, and Constitution. 

It is important to note that NCUA also partners with state supervisors. While NCUA will take 
any action authorized under the Federal Credit Union Act — to protect the interest of eonsumers, 
the integrity of the credit union system, and the solvency of the Share Insurance Fund — we also 
have a responsibility to balance our risk-management needs with the resources and sovereignty 
of the state authority as the prudential regulator for 38 percent of our federally insured 
institutions, to the extent practicable. As a result, we have historically relied on state 
examinations for a large number of state-regulated credit unions. 

Of the 90 failures occurring between 2008 and 201 1, 63 were federal credit unions and 27 were 
federally insured, state-chartered credit unions. While state-chartered credit unions were slightly 
less likely to fail — that is 30 percent of the failures versus 38 percent of the insured units — the 
Share Insurance Fund losses at these institutions were higher. On average, the Share Insurance 
Fund lost $5.8 million at each failed federal charter and $12.2 million at each failed state charter. 

The changes that have occurred during my time as Board Chairman have provided tangible and 
intangible benefits to the credit union system. NCUA has returned to an annual examination 
cycle for credit unions. This has allowed NCUA to more rapidly uncover losses, including fraud, 
and emerging risks not promptly addressed by credit union management. It has also allowed 
NCUA to add specialized examiners with the expertise needed to appropriately identify and 
address emerging risk resulting from an increasing number of complex and large credit unions. 

Additionally, in response to the Inspector General's report on failures and our experience with 
risk exposure and losses to the Share Insurance Fund, NCUA lowered the dollar threshold of 
state-chartered credit unions that must receive a full examination every calendar year to $250 
million. This change further enhanced our ability to more effectively identify and aggressively 
pursue resolution where problems exist. Finally, NCUA, under my leadership, has undertaken a 
modernization of our existing regulatory structure to properly scale regulation with the level of 
risk posed to Share Insurance Fund while minimizing or reducing administrative and regulatory 
burden to thousands of low-risk credit unions. 
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Z Chairman Matz, prior to your tenure, theNCVA regularly held annual public budget 
hearings. What is the legal basis for your decision to discontinue NCUA budget hearings, 
which provide greater transparency and accountability on the agency ’s budget? 

Instead of public budget hearings, is it reasonable to instead hold conversations with 
stakeholders out of the public eye, in your office, and at lunches and dinners? Are you 
suggesting the Board is weak-willed? Are you suggesting the Board can be compromised? 
Do you have concerns about having to justify budget priorities and the NCUA ’s spending? 

Independence is the hallmark of federal financial institutions regulators. In my view. Congress 
wisely designated NCUA as an independent agency, along with other federal banking agencies, 
such as the Federal Deposit Insurance Corporation, the Office of the Comptroller of the 
Currency, and the Board of Governors of the Federal Reserve System. This independence 
insulates regulators of financial institutions from inappropriate political pressures on policy or 
budget matters from the entities the agencies regulate. Requiring NCUA to subject its pre- 
decisional budget to the hearing-and-comment process would erode one of the basic policy 
foundations of the agency’s independence and result in additional industry pressure being placed 
on the NCUA Board to reduce the agency’s examination budgets. 

Policymakers concerned about ensuring safety and soundness should consider the lessons of the 
past when trade groups had access to pre-decisional budget information. Rather than repeat 
history, NCUA needs to have the capability to detect and resolve problems before those 
problems cause credit union failures. 

The policy decision to discontinue NCUA’s budget hearings and the agency’s concern about 
legislation to mandate budget hearings arise from this experience. As noted in the answer to the 
first question, when NCUA held public budget briefings from 2001 to 2008 during the run-up to 
the financial crisis, credit union trade groups consistently advocated for cuts to NCUA’s budget 
and exam hours. Subsequent to these hearings, the NCUA Board approved budgets that failed to 
keep pace with growing credit union assets, risks, product and service complexity, concentration, 
and industry interconnectedness. For example, during the seven years leading up to the financial 
crisis, NCUA cut a total of 9 1 staff positions — even though credit union assets had increased by 
73 percent. As a result, NCUA was under-staffed and under-resourced when the crisis hit. 

This critical pre-crisis staff reduction hurt the ability of NCUA to respond initially to the 
financial crisis. The NCUA Board voted unanimously to phase in the needed staffing over time. 
It took three years of budget increases for NCUA to regain the ground it had lost before the crisis 
and become as effective as it could and should have been, 

NCUA implemented these budgets using zero-based budgeting techniques to ensure each 
planned expense is individually justified and consistent with the agency’s overall strategic plan. 

Despite these concerns about budget hearings, I recognize that transparency is also a hallmark of 
good government. Compared to other federal banking agencies, NCUA is the most transparent 
in terms of the information we release about our budget and the budget process. 
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In the interests of transparency and accountability, NCUA has made over 80 documents related 
to our budgets and budget processes available on our website to the public.' This information 
includes: Board action memorandums on the budget, budget briefing summaries, answers to 
budget questions submitted by trade groups and credit unions, detailed information about budget 
breakdowns by NCUA offices, and summary fact sheets on issues such as the budget process and 
prioritizing information technology expenditures. NCUA also posts the annual audits of all 
funds under management on its website. 

The posted financial information provides a high level of disclosure and transparency of our 
budget and budget-making process. With this information, concerned stakeholders have ample 
opportunity to examine our budget and convey their views in writing about NCUA’s current and 
future budgets. Indeed, each year the Board already receives letters prior to our budget vote 
from each trade group urging us to reduce examinations and flatten the budget. 

Presently, there are several statutory requirements related to transparency and accountability with 
which NCUA complies. Under the Federal Credit Union Act, NCUA reports annually to the 
President and Congress. This report summarizes the operations of the agency and sets forth such 
information as is necessary for the Congress to review the financial program approved by the 
Board. Further, NCUA’s financial transactions are subject to audit by the Government 
Accountability Office. 

NCUA must also report annually to the Senate Banking Committee and House Financial 
Services Committee about the operations of the National Credit Union Share Insurance Fund, 
which insures deposits at federally insured credit unions. This report must include the results of 
an independent audit of the Share Insurance Fund. 

Finally, NCUA annually must prepare and submit a "business-type budget as provided for 
wholly owned Government corporations.” NCUA must also “maintain an integral set of 
accounts, which shall be audited by the Government Accountability Office in accordance with 
principles and procedures applicable to commercial corporate transactions.” 

Recognizing the value in the open and free exchange of ideas, I also regularly seek insights and 
input from stakeholders in a variety of public settings. From one-on-one meetings to town-hall 
settings, conferences, telephone conversations, and coordinated field meetings, 1 am accessible to 
discuss the budget and other matters. I routinely crisscross the country speaking to and meeting 
with tens of thousands of credit union officials representing every state. 

To further emphasize my commitment to enhanced transparency and effective communications, I 
have held 18 in-person Listening Sessions and 12 online town-hall style webinars since rejoining 
the NCUA Board. Again, these Listening Sessions and webinars are open to all interested 
parties. 

3. Page 18 of the NCUA ’s 2014 Annual Report states that of the 15 credit unions that failed 
in 2014, “Fraud was a contributing factor in seven of these failures in 2014, costing the 
Share Insurance Fund $36.5 million. ” 


’ See httD://^wtav.ncua.gov/about/Pages/buclget-asDx . 
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If the NCUA is focused on preventing losses to the NCUSIF, it stands to reason that 
NCUA should devote its resources to fraud prevention, not on unnecessary new rules. 

Why do you not insist that NCUA focus on fraud prevention and focus resources where 
they will surely do the most good? 

The primary purpose of NCUA’s examination and supervision program is to ensure federally 
insured credit unions comply with applicable laws and regulations and operate in a safe and 
sound manner. Safety and soundness expectations for insured credit unions include internal 
controls to deter and detect fraud. As such, NCUA conducts a review of internal controls on a 
risk-focused basis and has incorporated fraud detection techniques into some aspects of the 
examination program. 

As 1 noted in my answer to a question from Congressman Tipton during the hearing, 1 am 
concerned about fraud, but the impact of fraud-related failures on the National Credit Union 
Share Insurance Fund is typically not material. Because employee fraud is mainly a small credit 
union problem, the aggregate risk to the Share Insurance Fund from small institutions is limited. 
Credit unions with less than $50 million in assets hold only 5 percent of total system assets in 
aggregate. And, even though roughly 40 to 50 percent of losses over the last decade to the Share 
Insurance Fund have fraud as a contributor, the average annual loss has not been material in the 
context of the health of the Share Insurance Fund, except for one extraordinary loss in 2010. 

While they are regulated entities, credit unions are also private organizations. Therefore, fraud 
prevention must first start at the credit union. Credit unions must establish effective internal 
controls to prevent fraud and detect instances of fraud early when the losses are still manageable, 
Effective internal controls include the adoption of a board-approved fraud policy signed by 
employees on an annual basis, surprise cash counts, separation of duties, procedures related to 
employee family accounts, processes for counting vault cash, and procedures for completing file 
maintenance transactions. 

Small credit unions are inherently susceptible to fraud as it is difficult to provide for segregation 
of duties due to limited resources, few staff, and a lack of external financial audits. Fraud is also 
inherently difficult to detect during examinations because the individuals perpetrating the fraud 
are typically working actively to conceal it. One must have proof of the fraud, not just 
symptoms or suspicions. Moreover, many mismanagement problems look like fraud, and many 
frauds look like mismanagement. NCUA could veiy quickly spend an inordinate amount of 
money and resources on a programmatic basis searching for fraud that would exceed the costs of 
the actual fraud occurring, not to mention burdening innocent institutions with a more extensive 
exam. We must, therefore, find an appropriate balance, one that works to identify fraud and 
minimizes burdens on small credit unions. 

To help credit unions prevent fraud, NCUA has implemented a variety of measures to provide 
training and resources for credit unions. For example, NCUA’s Office of Small Credit Union 
Initiatives released online training videos in 2014 about Deterring, Preventing & Detecting 
Employee Dishonesty. These eight videos, together, have had more than 20,000 views. The 
Office of Small Credit Union Initiatives has also conducted webinars on internal controls and 
fraud prevention in recent years. 
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To promote the early detection of apparent fraud and insider abuse, NCUA has provided 
guidance to examiners on internal controls and other fraud-prevention and detection techniques 
through various training platforms. NCUA has expanded fraud training for both new and 
seasoned examiner staff. The new examiner training program was retooled with a fraud focus, 
including additional transaction testing procedures. Content in various training classes also was 
updated to include training on the reconciliation of bank statements and fraud indicators. 

Additionally, NCUA has repurposed existing agency positions to provide more expertise and 
coordination for the agency’s anti-fraud program. The Office of Examination and Insurance 
established a fraud and risk analysis specialist position and hired an individual with extensive 
law enforcement experience. This specialist is coordinating the development of additional fraud 
resources and tools, liaising with law enforcement and other government agencies, establishing 
additional fraud training, and assisting with actual fraud cases. 

In addition to returning to an annual exam cycle, NCUA has implemented a variety of 
improvements to the agency’s exam program to detect any material fraud in a credit union 
earlier. In 2011, for example, NCUA began developing a Small Credit Union Exam Program 
that incorporates fraud-detection techniques. The new program was launched in the first quarter 
of 2015 after extensive testing in 2013 and 2014. The program contains defmed-scope exam 
procedures that include transaction testing that would be more likely to detect material fraud in a 
credit union, if it exists. 

The agency’s examination software system was also updated to include additional examination 
procedures designed to aid in detecting and documenting fraud in credit unions of all sizes. 
Further, NCUA has recently incorporated an expanded series of “red flags” reports into our 
surveillance systems that are designed to identify potential fraud. 

Finally, it is important to put the agency’s anti-fraud efforts into a larger context. NCUA is 
using a multi-pronged, but measured, approach to combat fraud given resource considerations 
and inherent challenges in detecting fraud. NCUA’s risk mainly relates to material employee 
fraud in a credit union, not small-dollar thefts committed by a teller for example. The Share 
Insurance Fund is in the third-loss position on fraud, behind the credit union’s capital and the 
fidelity bond coverage required under the agency’s rules.^ Therefore, unlike other forms of risk 
or mismanagement where NCUA is in the second-loss position, there is a built-in additional 
layer of protection for the Share Insurance Fund when it comes to fraud. 

4. During the hearing the following exchange occurred: 

WILLIAMS: Would you provide this committee will a complete list of employees who have 
received these bonuses in 2014 and 2015 so that we can shed some light on the policy and 
learn more how it works? 

MATZ: Sure. 

WILLIAMS: Would you do that for us? 

MATZ: Absolutely. 


-See 12 C.F.R. 713. 
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Please provide the committee with a complete list of employees who have received these 
bonuses in 2014 and 2015, including the amounts received, the manager authorizing each 
award, and the dates received. Please provide all relevant policies and other records 
governing this practice. 

All of the requested information was provided to Congressman Williams’ office in August 2015, 
with copies provided to both you and Ranking Member Clay. For the record, I am including a 
brief summary of the detailed information NCUA provided to the three congressional offices. 
The information submitted included the name of each award recipient, office, date of each 
award, amount of each award, and name of each awarding supervisor for 2014 and 2015. 

Federal award guidance issued by the U.S. Office of Personnel Management and the U.S. Office 
of Management and Budget calls for limiting award .spending to no more than 5 percent of total 
salaries for executives and no more than 1 percent of total salaries for non-executives. In 
calendar year 2014, NCUA spent 0.60 percent of total executive salaries on awards and 0.61 
percent of total non-executive salaries on awards. Thus, NCUA is in compliance with federal 
award guidance and well under the limits prescribed by these agencies. Also, part of the 
agency’s submission to the three congressional offices included a chart with the salary and award 
totals and percentages by executives and non-executives. 

Please note that year 2015 awards were itemized from January 1, 2015, through July 23, 2015, 
the date of Congressman Williams’ request. The average award during this period was $489. 

As requested, we also included all relevant policies and records governing NCUA’s incentive 
awards, including: 

• The joint-agency guidance about awards from the U.S. Office of Personnel Management and 
the U.S. Office of Management and Budget issued in November 2013. The guidance 
remains in effect. 

• A copy of our current incentive awards chapter from the NCUA Personnel Manual adopted 
in March 2012. The chapter remains in effect. 

• The delegations of authority related to incentive awards through September 2014. These 
delegations also remain in effect. 

NCUA staff is available to provide additional information or answer other questions about 
NCUA’s awards program. 

5. The 2015 budget for the Office of the General Counsel is $6. 7 million, a 7 percent 
increase, despite no increase in the number of employees. What is driving this cost 
increase? Pay and benefits are up S percent, which exceeds the average for the rest of the 
agency. Why has pay gone up so much this year? 

The Office of General Counsel’s budget decreased for every other cost category other than pay 
and benefits, which are annually adjusted for all staff in each office. 
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The pay and benefits budget for the Office of General Counsel increased mostly due to the merit 
and locality pay adjustments, which account for approximately $400,000. NCUA had frozen or 
limited locality pay adjustments for several years, despite increases in local costs of living. 

While the agency began making catch-up locality payments in 2015, NCUA locality pay 
generally lags behind other federal financial institutions regulators. 

Other, smaller increases to the Office of General Counsel’s budget included a $30,000 increase 
attributed to a part-time employee converting to full-time status. Additionally, four employees 
were budgeted for career-ladder promotions in 2015, for a total pay and benefits estimated cost 
increase of approximately $50,000. 

6. In the 2015 budget for the Office of Consumer Protection, pay and benefits for 2015 are 
$7.3 million, up 9 percent ($600,000), yet the office is only adding two people. What 
accounts for this large budget increase? Now that the CFPB has been around for 4 years, 
how is this office not duplicative and superfluous? 

The Office of Consumer Protection’s total pay and benefits change from 2014 to 2015 was 
$595,970. Of this amount, approximately $ 1 87,000, or about one-third of the increase, was 
associated with two new employees. The other two-thirds or $408,000 was due to the merit and 
locality increases. 

The NCUA Board first approved funds in 2009 to support the Office of Consumer Protection’s 
initial operations in 2010. The office enforces federal financial consumer protection and fair 
lending laws and regulations, provides regulatory and compliance resources, responds to 
consumer inquiries and complaints, promotes financial literacy, addresses share insurance 
matters, and handles chartering and field-of-membership applications, which are unique to 
federal credit unions. 

With respect to any potential overlap with the Consumer Financial Protection Bureau, CFPB’s 
enforcement authority is currently limited to only five credit unions. In contrast, NCUA’s Office 
of Consumer Protection has unique enforcement authority over more than 3,800 federally 
chartered credit unions with $10 billion or less in assets. NCUA’s office performs many 
essential federal financial consumer protection functions that CFPB does not undertake. 

7. In the 2015 budget for the Office of National Examinations and Supervision, “Contracted 
Services” will be increasing from $315,000 to $677,000, an increase of over 115 percent. 
What is this money being spent on? 

The increase to the contracted services within the Office of National Examinations and 
Supervision strengthens its oversight of the nation’s largest credit unions. The increase primarily 
supported three initiatives: 

• In 2014, the NCUA Board adopted a rule subjecting credit unions with assets of at least $10 
billion to annual supervisory stress tests. NCUA presently contracts with a third party to 
perform the necessary analytics associated with the stress tests. NCUA budgeted $100,000 
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for 201 5 to obtain an independent assessment of costs that would be associated with 
conducting the stress test analytics independent of the third party. 

• NCUA budgeted $1 50,000 for the procurement in 201 5 of a loan analytics platform to 
stratify large loan portfolios by product mix, risk characteristics, and loan features. 

• NCUA budgeted $50,000 to perform cybersecurity penetration testing in 201 5 at large, 
complex credit unions. 

8. In the 2015 budget for the Chief Financial Officer, the number of employees will remain 
flat at 39, yet pay and benefits are set to decline by 25 percent Why is this so? 

When staff vacancies occur during the year, salaries and benefits that are budgeted are not spent. 
To account for such vacancies, the Chief Financial Officer subtracts from the budget an 
employee turnover estimate. This subtraction reflects anticipated personnel vacancies based on 
current and projected hiring trends. These savings are not attributed to individual offices at the 
start of the budget year because it is not known where vacancies will occur. So, aggregate 
savings are accounted for through the budget for the Office of the Chief Financial Officer. 

The 2015 budget excluded a higher amount from the pay and benefits budget than 2014 to ensure 
unneeded funds were not collected from credit unions. This change caused the pay and benefits 
budget to be lower when compared to the prior year’s budget for the Office of the Chief 
Financial Officer. 

When the Office of the Chief Financial Officer’s budget is viewed separately, without the 
agency-wide vacancy adjustment, the amount budgeted for the office’s staff in 2015 was $6.2 
million, compared to $5.8 million for 2014. 

9. The 2015 budget for the Office of Small Credit Union Initiatives says that half of alt small 
credit unions shrank in 2014, with an average return on assets of just 4 basis points. 

These institutions are struggling. Yet this budget cuts the programming budget to offset a 
5 percent pay increase for office staff. The overall budget is unchanged, so this appears to 
he a pure shift from programming to employee pay. Can you explain these changes? Is 
this really the right message to send while small credit unions are dying on the vine? 

The cuts in the programming budget represent an increase in efficiencies, rather than a reduction 
in programming by the Office of Small Credit Union Initiatives. The office has actually 
expanded programming outreach to a significantly greater percentage of credit unions. 

Over the last five years, even though the number of small credit unions has decreased, the credit 
union client base for the Office of Small Credit Union Initiatives has grown. This growth has 
resulted from an increase in the number of low-income designated credit unions, minority 
depository institutions becoming eligible for the office’s services, as well as the change in the 
definition of small credit union from $10 million to $50 million in assets. In September, the 
NCUA Board subsequently raised the threshold for defining a small credit union to $100 million 
in assets. Together, these changes make 85 percent of all credit unions eligible for the office’s 
services. 
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To provide effective services to a growing credit union client base, the Office of Small Credit 
Union Initiatives needed to measure its delivery channels and its resulting impact on credit 
unions. Therefore, the office contracted services for an impact study in 2014. Based on the 
results of the study, the office has implemented changes in programming to gain greater outreach 
and better serve credit unions seeking assistance. It automated grant processing, moved from 
onsite events to online webinars and videos, and developed multiple credit union guides and 
resources that address small credit union challenges. 

These strategic changes have been received positively by credit unions. The Office of Small 
Credit Union Initiatives’ outreach for 2014 included 15,965 webinar participants, 389 credit 
unions receiving consulting assistance, 33 1 low-income designated credit unions receiving grant 
funds, and 12 credit unions receiving loans from the Community Development Revolving Loan 
Fund program. 

Comparing the 2014 budget to the 2015 budget for the Office of Small Credit Union Initiatives, 
please note: 

• For 2015, the office added one new employee to assist in providing services to an expanding 
credit union base. This $ 1 99,000 budgeted for this position includes travel and expenses; and 

• The programming decreases reflect the removal of the costs related to the one-time contract 
for the 2014 impact study. 

10. In the 2015 budget for the Office of Human Resources, why does NCUA need 44 HR staff 
to service fewer than 1,500 employees? NCUA ’s HR-to-staff ratio is l-to-30, which is 
three times higher than the average for a large company. How can you justify the need for 
a top-heavy HR department? The HR office is spending S3 million on contracted services, 
to do what? With so many HR personnel, why is there still a need to contract work outside 
the agency? What exactly are these contractors accomplishing? Please provide copies of 
all contracts awarded by NCUA to outside vendors for HR-related work. 

Human resources comparisons to private-sector companies are not reliable indicators for 
government agencies, because public and private-sector organizations operate under different 
laws, rules, and regulations. A more appropriate assessment of NCUA’s Office of Human 
Resources would be to compare its size to similar offices at other federal financial institutions 
regulators. For those financial regulatory agencies that include training as part of their human 
resources offices, NCUA’s HR-to-staff ratio of one human resources employee to 30 agency 
employees is in the middle of the range of other agencies of 1 :25 and 1 :36. 

Comparing the staffing of NCUA’s Office of Human Resources without the training function, 
which is how Federal Deposit Insurance Corporation is structured, provides similar results. 
NCUA has a ratio of one human resources employee to 44 agency employees. On this basis, the 
other financial institutions regulators range between ratios of 1 :28 and 1 :48. 

Please note that the training provided by NCUA’s Office of Human Resources not only includes 
all of the government employee training required by law, but also the multi-level training of the 
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agency’s entire examination workforce. Additionally, NCUA’s training staff provide instruction 
for not only the agency’s examiners, but also state credit union examiners. This shared training 
creates efficiencies within the credit union system. In 2015, the Office of Human Resources will 
coordinate, develop, and deliver training for 810 federal examiners, 684 state examiners, and 424 
management, supervisory, and non-supervisory support staff. 

The $3 million for contracted services includes interagency agreements and other contracts for 
specialized services. Services of this type are routinely provided through interagency 
agreements with shared service providers, and many are required by law. This is the most cost 
efficient way to obtain these services. 

For 2015, NCUA budgeted $833,338 for these specialized services, which include: 

Interagency Agreements 

• General Services Administration Comprehensive Human Resources Integrated System 
Operations and Maintenance Support Fees - $220,000 (required by law) 

• Office of Personnel Management Industrial Organization Psychologist support in the 
development of non-proctored automated writing assessment capability for entry-level credit 
union examiner evaluation and selection processes - $80,000 

• Department of the Interior drug testing services - $3,300 (required by law) 

• Department of Health and Human Services Federal Occupational Health Employee 
Assistance Program - $37,890 (required by law) 

• Office of Personnel Management Flexible Spending Accounts fees -$100,000 (required by 
law) 

Other Contracts 


• NCUA Savings Plan administration - $254,000 

• Contract to support human resources information systems transition to a new Shared Service 
Provider - $75,000 

• Grievance and mediation meetings and associated outside costs - $25,000 

• Collective Bargaining Agreement editing and indexing - $ 1 5,000 

• Arbitration hearing costs $22,500 (required shared cost with union if arbitration is invoked) 

The contracted services line also includes $1 17,500 to fund non-examiner training costs. 

The remainder of the contracted services budget line consists of $2,049,500 for examiner 
training and development. Of this amount, the budget provides $1.8 million for training class 
delivery, $219,200 for leadership and management development programs, and $12,000 for 
training event security. The trainers consist of outside vendors and agency employees. 

The Office of Human Resources is working to gather the requested contracts and interagency 
agreements, and these documents will be provided to you as soon as possible. 
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11. The NCUA commissioned an opinion from a law firm Paul Hastings to write you a legal 
opinion justiffing your Risk-Based Net Worth proposal. The NCUA website says your 
Office of the General Counsel “has responsibility for all legal matters affecting NCUA, 
including.. .providing interpretations of the Federal Credit Union Act and NCUA rules 
and regulations to the agency and to outside parties. ” Further, your general counsel, 
Michael McKenna is the agency’s top-paid staffer, making $250,000 in 2013, according to 
a news article. 

a. In light of these facts, why was it necessary to secure outside counsel to produce this 
opinion? Is your general counsel up to the task? Did he also provide you with an 
internal legal opinion? Please provide all NCUA records evaluating the agency’s legal 
authority to issue its Risk-Based Net Worth proposal. 

Debates about the legality of the risk-based capital proposed rule have centered on NCUA’s 
authority to require credit unions to maintain different risk-based net worth ratio levels to be 
classified as adequately capitalized or well capitalized. As published in the Federal Register, 
NCUA’s Office of General Counsel drafted the legal authority section in the preamble of the 
revised proposed rule to outline NCUA’s authority to require a two-tiered risk-based capital 
system.^ 

Because the questions about NCUA’s legal authority to impose a two-tiered risk-based capital 
regime posed by commenters on the first proposal raised fundamental questions about the design 
of NCUA’s risk-based capital framework, I concluded that before proceeding further the agency 
should obtain an independent legal opinion from an outside law firm. This decision did not 
result from a lack of confidence in the General Counsel’s opinion on the issue. Indeed, at the 
January open Board meeting at which the revised proposal was adopted, 1 noted my complete 
confidence in the legal advice provided by NCUA’s Office of General Counsel. Rather, after 
reviewing the legal concerns raised by some during the first comment period, I felt it prudent to 
conduct my own, independent due diligence on this very important issue. 

In preparing the scope of work, it was made clear that the law firm was to provide an unbiased 
legal opinion on the issue, and that NCUA would not influence or pre-determine the legal 
opinion. If the opinion found that NCUA lacked the legal authority to propose different risk- 
based thresholds to be well capitalized and adequately capitalized, then NCUA would have 
redrafted the proposed rule accordingly. The opinion from Paul Hastings concluded that NCUA 
does have the authority to adopt a two-tiered risk-based threshold as part of a modernized risk- 
based capital system. Thus, NCUA’s General Counsel and an independent law firm have each 
separately concluded that NCUA has the authority to adopt a two-tiered risk-based capital 
system. 

NCUA’s Office of General Counsel prepared an internal legal memorandum on the issue, which 
is protected by attorney-client privilege and, therefore, not included in this response. Our 
attorneys are available to meet with your staff in person to discuss the memorandum. The Paul 
Hastings legal opinion is available on NCUA’s website and attached for your review."' 


See 80 FR 4340 (January 27, 2015). 

^ See httD:/Avvfu’.ncua.gov/News/Docunicnts/NW201501 20Oninion.pdf . 
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h. What was the cost of procuring this Paul Hastings opinion? We have heard that the 
opinion cost the agency $50,000, and a briefing for staff cost the agency an additional 
$100,000 for a total cost of $150,000. Is this accurate? Why was the briefing 
necessary? Please provide a list of all NCUA staff who were briefed by Paul Hastings. 
Was this cost paid out of the Share Insurance Fund? 

The cost of Paul Hastings’ legal work included $100,000 for the oral opinion and multiple 
consultations with all Board members, plus $50,000 for a written opinion. I should note that this 
was not a new budget request; it was paid in 2014 from our Office of General Counsel’s line 
item for contracted legal services contained in the agency’s annual budget. 

The firm researched every legal issue in the proposed rule for several months, during which 
outside counsel reviewed all of the 2,056 official comment letters, plus any additional letters we 
received that questioned NCUA’s legal authority. In October, a team from Paul Hastings 
presented an oral legal opinion to the NCUA Board, senior staff, and staff involved in the 
rulemaking. According to records, the following agency personnel attended the meeting; 

• Board Chairman Debbie Matz 

• Board Vice Chairman Rick Metsger 

• Board Member J. Mark McWatters (by phone) 

• Steve Bosack (Office of the Board) 

• Mike Radway (Office of the Board) 

• Sarah Vega (Office of the Board) 

• James (Buddy) Gill (Office of the Board) 

• Mark Treichel (Executive Director) 

• Michael McKenna (General Counsel) 

• Lara Rodriguez (Office of General Counsel) 

• Frank Kressman (Office of General Counsel) 

• Justin Anderson (Office of General Counsel) 

• John Brolin (Office of General Counsel) 

• Todd M. Harper (Office of Public and Congressional Affairs) 

• Larry Fazio (Office of Examination and Insurance) 

• JeanMarie Komyathy (Office of Examination and Insurance) 

• Steve Farrar (Office of Examination and Insurance) 

During the oral briefing and in the weeks that followed, each Board member, at his or her own 
discretion, had access to Paul Hastings’ lead attorney for further discussions of the issue. 

c. How many other law firms did you solicit before selecting Paul Hastings? 

During the summer of 2014, bids were solicited from 1 1 law firms around the country that 
specialize in financial services statutes and regulations. The Global Banking and Payment 
Systems practice of Paul Hastings — based in Washington, D.C. — was ultimately selected. Paul 
Hastings has a stellar reputation on legal issues related to prompt corrective action, from the 
perspectives of financial institutions as well as from the perspective of a federal agency. 
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d. Pages 12-13 of your annual report state that a “final rule is expected in 2015. ” More 
than half the year is over. When do you specifically plan to finalize this rule? Will 
NCUA engage in full cost-benefit analysis prior to finalizing rule and share a detailed 
description of the methodology employed by NCUA in conducting such analysis? 

NCUA still intends to finalize the risk-based capital rule at an open Board meeting during the 
last quarter of 2015. 

In developing any regulation, NCUA strives to ensure the agency’s rulemakings are reasonable 
and cost effective. While independent regulatory agencies are generally exempt from executive 
orders on rulemaking, NCUA conducts its rulemaking activities in a manner generally consistent 
with the philosophy and principles outlined in Executive Orders 12866 and 13563. Both 
executive orders refer to agencies taking into consideration costs and benefits, both quantitative 
and qualitative, of a regulation. 

Analyses of the various costs and benefits of proposed or final rules and the methodologies used 
to conduct those analyses are generally developed during the deliberative and rule-writing 
process, and they are provided to Board members in a variety of ways, including briefings, 
memorandums, and presentations. These analyses ensure that regulatory choices are made after 
appropriate consideration of the likely consequences. 

Additionally, much of the consideration and weighing of advantages and disadvantages is 
included in the preambles to the agency’s proposed and final rules. Finally, the agency generally 
tailors regulations in a way that match the affected credit unions’ size and complexity, while also 
providing exemptions or practical alternatives where feasible. For example, the revised proposed 
rule on risk-based capital exempts non-complex credit unions holding up to $100 million in 
assets because these credit unions pose limited risks to the Share Insurance Fund. 

This deliberative process was undertaken in both of the proposed risk-based capital rules, and it 
is currently underway for the final risk-based capital rule. As with the proposed rules, the final 
rule will include a discussion of the benefits of eapital in avoiding individual financial institution 
failures and systemic crises, as well as thorough analyses of the specific changes in capital 
requirements associated with the final rule and the way those requirements correlate to risks and 
exposures in the credit union system. 

The Board action memorandum accompanying the final rule will provide detailed estimates of 
NCUA’s costs to implement the rule, and that Board action memorandum will be publicly 
available on NCUA’s website. 

To provide further information on how NCUA considers the costs and benefits during the 
development of this and other rules, including pre-decisional matters, NCUA staff are available 
to brief you or your staff in person. 
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e. Within the rule itself, why are investments in CVSOs risk-weighted at 100 percent, but 
loans to CVSOs are risk-weighted at 150 percent? 

Actually, the proposed risk weight for an equity investment in a credit union service 
organization, or CUSO, was 150 percent, while the proposed risk weight for a loan to a CUSO 
was only 100 percent. 

The proposed rationale for the different treatment was that an equity investment in a CUSO is an 
unsecured, at-risk equity investment. It is, therefore, in a first-loss position, which is analogous 
to an investment in a non-publicly traded entity. There is no price transparency and extremely 
limited marketability associated with CUSO equity exposures. In contrast, loans to CUSOs have 
a higher payout priority in the event of a CUSO’s bankruptcy. Therefore, loans to CUSOs 
warrant a lower risk weight of 100 percent, which corresponds to the base risk weight for 
commercial loans. 

However, based on comments received on the second proposed rule, NCUA is considering 
reducing the risk weight on equity investments in CUSOs to 100 percent if the credit union’s 
total equity exposure is insignificant. 

Please note that the final risk weights will only apply to unconsolidated CUSO loans and equity 
investments. For CUSOs subject to consolidation under GAAP, the amount of CUSO equity 
investments and loans will be eliminated from the consolidated financial statements because the 
loans and investments are intercompany transactions. The related CUSO assets that are not 
eliminated will be added to the consolidated financial statement and will receive risk-based 
capital treatment as part of the credit union’s statement of financial condition. 

f. Credit unions are limited toa 1 percent investment in CUSOs. How did this influence 
your risk-weighting? 

There are statutory limits on how much a federal credit union can loan to and invest in credit 
union service organizations. However, the limitations are not as stringent for some federally 
insured, state-chartered credit unions. Also, the limit is only binding for federal credit unions at 
the time the loan or investment is made. That is, the position can grow in proportion to assets 
over time. 

In setting capital standards like Basel and the standards of the Federal Deposit Insurance 
Corporation, Office of the Comptroller of the Currency and the Board of Governors of the 
Federal Reserve System, the risk of loss — not the size of the exposure — is central to detennining 
the risk weight. 

However, as noted in my previous answer, NCUA is considering reducing the risk weight on 
equity investments in CUSOs if the credit union’s total equity exposure is insignificant. 
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g. Why are mortgage servicing assets (MSAs) risk-weighted at 250 percent? Why do you 
believe this is the appropriate weighting? 

The proposed 250-percent risk weight for MSAs reflected the relatively greater risks inherent in 
these assets. Specifically, the value of mortgage servicing assets is dependent on an estimated 
series of cash flows over a period of time. Those values can be very volatile in changing interest 
rate environments and highly sensitive to unexpected shifts in interest rates, prepayment speeds, 
and costs associated with servicing. These risks contribute to the high level of uncertainty about 
the ability of holders of MSAs to realize full value from these assets, especially under adverse 
financial conditions, and support assigning a 250-percent risk weight. Finally, a 250-percent risk 
weight for MSAs would maintain comparability with the risk weight assigned to these assets by 
the federal banking agencies.’ 

h. NCUA rules prohibit a federal credit union from purchasing mortgage servicing rights 
as an investment. 112 CFR § 703.16 Prohibited investments]. If a credit union is 
servicing its own loans, why then do you require a risk weight? 

Federally insured, state-chartered credit unions arc not prohibited under federal regulation from 
purchasing mortgage servicing assets. Yet prompt corrective action, by federal statute, applies to 
all federally insured credit unions. Thus, as insurer, NCUA’s proposed risk-based capital 
standards need to account for the activities of all federally insured credit unions, including state 
charters. 

I. Your proposal would establish three categories of assets subject to concentration 
thresholds (consumer loans, equity loans, and mortgages). These requirements don ’t 
exist for hanks. Why have you proposed doing this this? 

Actually, the revised risk-based capital proposal would subject only two categories of assets to 
concentration thresholds; residential real estate loans and commercial loans. The proposal does 
not contain a concentration threshold for consumer loans. 

The Federal Credit Union Act requires NCUA to design the risk-based net worth requirement to 
take account of any material risk. NCUA has historically included concentration risk in the risk- 
based requirements. Higher capital requirements for concentrations of real estate loans and 
member business loans exist in the current rule, which the proposal would simplify. 

NCUA has been advised by the Government Accountability Office and NCUA’s Inspector 
General to improve how we address credit concentration risk. In 2010 and 201 1, NCUA’s 
Inspector General completed several material loss reviews of failed credit unions, citing large 
real estate loan concentrations as a primary cause of their failure. The failed credit unions held 
substantial residential real estate loan concentrations in either first-lien mortgages, home equity 
lines of credit, or both.*’ 


’ See, for example, 1 2 CFR 324.32(l)(4)(i). 

” See Material Loss Review of Cal .Stale 9 Credit Union, OIG- 1 0-03 (April 1 4, 20 1 0): Material Loss Review of Beehive Credit 
Union, 010-11-07 (July 7.201 1); and Material Loss Review of Ensigri Federal Credit Union, 010-10-15 (September 23. 2010). 
All three reports are available at httn:/My'yv.ncua.eov/about/lx!adershiD/CO/OIG/Pages/MaterialLos.sReYiews.asDX . 
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In addition, GAO recommended in 2012 that NCUA address the credit concentration risk 
concerns raised by NCUA’s Inspector General.’ The GAO report notes credit concentration risk 
contributed to 27 of 85 credit union failures that occurred between January 1, 2008, and June 30, 
2011. The report also indicates that the NCUA Board should revise the agency’s prompt 
corrective action regulation so that the minimum net worth levels required under tlie rule, 
including concentration risk, incorporate more forward-looking indicators of risk. Also, the 
Basel Committee on Banking Supervision has stated that “risk concentrations are arguably the 
single most important cause of major problems in banks.”* 

NCUA’s proposed risk-based capital rule included a tiered risk-weight framework for high 
concentrations of residential real estate loans and commercial loans. As a credit union’s 
concentration in these asset classes increases, incrementally higher levels of capital would be 
required. The concentration thresholds would not limit a credit union’s lending activity. Rather, 
the thresholds would require the credit union to hold additional capital to account for the 
elevated risk. 

The inclusion of concentration risk would not put the credit union system at a competitive 
disadvantage to the banking industry because very few credit unions would be subject to the 
marginally higher risk weights. 

12. Chairman Matz, your term expired on April 10 of this year, yet in July you approved a 
collective bargaining agreement with NCUA ’s employee union. And the agreement was 
for five years rather than the standard three. 

a. Why would you seek to bind the agency and your successor in this way 2 Would it not 
have been more respectful to sign a shorter agreement and let future leaders of the 
agency engage in negotiations to meet the needs of the agency at that future date? 

Three-to-five-year agreements are fairly standard in collective bargaining, and the term has to be 
negotiated. The longer term creates more certainty in future budgets by locking in cost controls. 

At the same time, a reopener clause will provide NCUA significant flexibility to renegotiate. 

The reopener clause allows NCUA management to open up to four articles for renegotiation in 
July 2017. The union has the same opportunity, so up to eight articles could be open for 
negotiation at that time. 

Also, I’d like to emphasize that each NCUA Board member was briefed by staff before 
negotiations on the entire agreement and provided multiple opportunities to offer input during 
the negotiation process. Each Board member will have opportunities to provide further input on 
the key articles subject to the reopener clause. 


’ See Earlier Actions are Needed to Better Address Troubled Credit Uniom. GAO-1 2-247 (2012) avaiiabie at 
httD://vvavw.aao.gov/Droducts/GAO-t 2-247 . 

® See Basel Committee on Banking Supervasion, International Convergence of Capital Measurement and Capital Standards: A 
Revised Framework. Comprehensive Version 214 (June 2006) available at httD:/Avvvw.bis.org/Duhi/bchs I28.txif . 
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This reopener clause provides a new administration the ability to address key articles such as 
Compensation and Benefits, Hours of Work, and Travel and Expense Reimbursement. This 
clause also allows a new administration significant flexibility in reshaping NCUA’s budget and 
operation, because compensation, benefits and travel account for over 80 percent of the annual 
operating budget. 

The other budget areas such as contracted services are not impacted by the collective bargaining 
agreement, so a new administration will be able to promptly establish its own vision for NCUA 
with complete influence over the budget. 

h. NCUA claims the agreement is “projected to reduce future cost growth by $1 7 miiiion, 
compared to the prior agreement. ” Piease provide the Committee with aii records 
substantiating this ciaim. 

As outlined below, the projected $17.2 million in cost savings results from reductions in future 
expense growth gained in the 2015 collective bargaining agreement as compared to the 201 1 
agreement. 

Salaries: Projected Savin 2 s of $22.6 Million 

NCUA developed a 20 1 5-2020 salary forecast to guide our negotiating strategy. Management 
modeled the actual staffing data for all 1,171 CU-grade employees as of January 2015 and 
projected it forward. The 2015 actual base salary total was $102,533,426 and total pay (base pay 
plus locality pay) was $129,653,040. 

For the term of the collective bargaining agreement, the projected co.st savings for salaries using 
the above static factors is expected to be $22,576,393. Following an initial year cost of $71,482 
in 2015 to raise the minimum of salary bands, NCUA anticipates savings of $1,433,494 in 2016, 
$2,013,718 in 2017, $4,591,727 in 2018, $6,001,144 in 2019, and $8,607,792 in 2020. 

The baseline comparison projection assumed a General Schedule annual increase of 1.3 percent 
during the term of the contract. The November 7, 2014, Federal Salary Council report 
containing the recommended comparability payments for January 2016 was used to calculate 
annual locality pay calculations. Finally, all of the existing provisions in the 2011 collective 
bargaining agreement were carried forw'ard. 

For the 2015 collective bargaining agreement projection, management modeled all the new 
provisions involving base and locality pay, including fixed general increases of 1 percent for 
20 1 6 and 20 1 7 and 1 .25 percent for the remainder of term. The average annual merit increase is 
3 percent. Additionally, this forecast includes the new pay cost controls including a continuance 
of the base pay band caps at all grades from the 201 1 collective bargaining agreement, 
implementing total pay caps, and a lump sum cap for all grade levels that are all at fixed levels 
during the term of the contract. 

This projection also includes the modifications to the calculation of locality pay in the new 
collective bargaining agreement that slows the growth in this pay component. The result of the 
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following changes compounded over the five-year term of the contract creates much slower 
locality pay growth, including no growth annually in numerous locality pay areas. The changes 
include; 

• Slowing locality growth with tighter pay bands. As noted above, the net effect saves millions 
over the contract term but there was an immediate payout of $71,481 in 2015 for the 
employees below the new pay band minimums. 

• Adopting a rolling three-year average (previously the applicable current year) to provide 
much greater budgetary predictability in the number used to determine the locality 
adjustment. It cushions NCUA from the experienced sways in the “Disparity to Close” data 
eontained in the annual report of the President’s Pay Agent. 

• Implementing a multi-tiered category system of locality rate adjustments to rein in the degree 
of annual locality rate increases. 

Benefits: Projected Costs of $4.7 Million 

There were three changes to the benefits package that resulted in projected total costs of $4.7 
million. These changes related to the health benefits subsidy, the NCUA Savings Plan, and 
reimbursement for professional licensing. 

NCUA estimates that changes to the health benefits subsidy will cost the agency $1.6 million 
over five years. The subsidy was increased by $10 per pay period. This equates to $260 per 
year, or $1 0 multiplied by 26 pay periods per year, per employee, 'fhe $260 was then multiplied 
by 1,250 employees, the estimated employee level during the contract term assuming some level 
of vacancy in the authorized staffing level. The result is $325,000 per year or $1,625,000 over 
five years. 

NCUA estimates that changes to the NCUA Savings Plan will cost $3 million over five years. It 
is assumed 93 percent of the employees will participate in the increased savings plan match of 
0.5 percent of pay. The estimated salary level of participating employees is $ 1 20 million 
annually. Multiplying this figure by 0.5 percent produces a cost of $600,000 per year or $3 
million over five years. 

Finally, NCUA estimates that the reimbursement of professional licensing will cost $75,000 over 
five years. This calculation assumes 30 employees would be eligible to participate in the new 
reimbursement program at an average license cost of $500 per employee for $ 1 5,000 a year or 
$75,000 over five years. 

Leave Carryover: Projected Costs of $50,000 

Under the new collective bargaining agreement, the carryover of annual leave increased by 40 
hours, which will have a financial impact when employees leave the agency, assuming they are 
at their maximum leave potential at the time. Looking back at retired employees who were at the 
maximum leave level when they retired, five employees per year are estimated to receive the 
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additional 40 hour leave payout at $50 an hour. This $2,000 in additional leave payout was then 
multiplied by five employees for an annual cost of $10,000, or $50,000 over the five-year 
contract. 

Travel Expenses: Projected Costs of $145,000 

Under the new collective bargaining agreement, NCUA anticipates that the changes to travel 
expenses for employees will produce a net value of $145,000 in costs over the next five years. 

NCUA anticipates changes in travel voucher submissions will cost the agency $75,000 over five 
years. This estimate assumes 1,000 additional expense reimbursement requests because the 
dollar threshold required for submitting them was lowered. Multiplying the cost of $ 1 5 per 
report by 1,000 reports per year over five years yields $75,000. 

Changes in the overnight lodging eligibility provisions of the contract will produce savings of 
$600,000 over five years. The new commute rules reduce employee eligibility for overnight 
lodging for approximately 100 staff. The calculation assumes three assignments a year that were 
previously eligible at $400 per assignment, or $1,200 in annual savings per employee. This 
equates to $120,000 in reduced lodging and per diem charges ($1,200 multiplied by 100 
employees). Over five years, this totals $600,000. The $400 savings per assignment assumes 
$150 for lodging and per diem for the travel reduced by $50 in daily employee mileage for four 
nights per week. 

The changes in mileage reimbursement will produce savings of $275,000 over five years. The 
new commute rules reduce eligibility for mileage reimbursement when an employee lives more 
than 40 miles away from his or her duty station. The projection assumes five assignments per 
year for 100 employees with 40 miles of the daily roundtrip that is not eligible for the mileage 
reimbursement. So, 100 employees multiplied by 40 miles per day times five days a week for 
five weeks produces 100,000 in saved mileage each year. When reimbursed at a $0.55 rate per 
mile, this totals $55,000 per year or $275,000 over five years. 

The TSA Pre-Check provisions will cost NCUA an estimated $85,000 over five years. The cost 
of TSA Pre-Check is $85 for a five-year clearance. There are 1,000 employees eligible based on 
their travel status for the agency, which equates to $85,000 (1 ,000 x $85) during the contract 
term. There is expected savings to the agency that is not factored due to less wait time at the 
airport for employees. This results in less lost productivity from traveling. If each employee 
saves two hours of travel and wait time over five years at $50 per hour, this program will be 
profitable for the agency, but we stayed conservative in our estimate and did not factor the 
increased productivity. 

The supply stipend provisions will cost $75,000 over five years. Field staff are not provided 
supplies so they are provided a stipend that allows them to outfit their remote and virtual offices. 
The new collective bargaining agreement increased the 20 1 5 allotment by $200. For 
calculations, it is assumed 50 percent of the 750 field staff would spend the additional funds. So, 
375 employees multiplied by $200 equals $75,000. 
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The subscription stipend provisions in the new collective bargaining agreement will cost 
$10,000. Field staff were previously authorized a stipend for professional subscriptions. The 
stipend was increased by $20 per year under the new contract. It is assumed 1 00 employees will 
use this increased stipend, for a total cost of $10,000, or $20 a year for five years multiplied by 
100 employees. 

The contract’s provisions to increase laundry service reimbursements while traveling will raise 
costs by $25,000. Staff traveling five or more consecutive nights are now authorized up to $15 
on the trip for laundry service. This is an increase of $5 per trip over the old contract. It is 
assumed 1,000 laundry claims at tlie $5 increase over five years, or $25,000. 

The new collective bargaining agreement eliminated the gain-sharing program to produce 
savings of $ 1 .5 million over five years. The gain-sharing program produced a net annual cost of 
approximately $300,000 to NCUA, but it did not change travel patterns of the employees. As a 
result, NCUA negotiated the elimination of the program in the new collective bargaining 
agreement. Over the five-year contract, NCUA will save $300,000 annually for five years, or 
$1.5 million. 

The collective bargaining agreement’s provisions on lodging-nights compensation will increase 
costs by $2.25 million. NCUA plugged actual lodging-nights claims for 2014 and 2015 year-to- 
date into the new tiered structured to arrive at an annual expected cost increase of $450,000 a 
year. Multiplied over five years, this results in an estimated cost of $2.25 million. 

Principal Examiner Certification Program: Projected Costs of $100,000 

The new collective bargaining agreement authorized an additional eight hours of preparation 
time for the principal examiner certification program. It is assumed 50 examiners per year will 
use the eight additional hours for 400 hours a year. At $50 per hour, the total cost is $20,000 a 
year or $100,000 over 5 years. 

Employee Relocation: Projected Costs of $375,000 

The new collective bargaining agreement increased the market-loss differential payout for 
employees relocating to Washington, D.C. The average cost is $37,500 per employee. 

Assuming two employees per year will relocate to positions in NCUA’s central office and 
request a market-loss reimbursement, this amounts to $75,000 per year or $375,000 over five 
years. 

Other Efficiencies and Savings 

There will also be increased efficiencies and productivity in the new agreement that are not 
included in the $17.2 million estimate. For example, the revised telework program requires staff 
to work remotely during a federal government closure caused by inclement weather or other 
circumstance. This is projected to increase productivity by $ 1 .2 million over the contract term. 
Similarly, the commute requirements have been revised for remote and virtual staff, and it is 
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anticipated that will improve productivity and reduce travel costs. Both matters are discussed 
below. 

Commute and Travel Time: Unable to Quantify Projected Savings 

There were significant changes to the requirements for staff to absorb uncompensated commute 
time, but there are too many variables to make a reasonable projection with any level of 
confirmation. It was therefore not included in the estimated value of projected savings. 

Telework: Projected Productivity Increase Valued at $1.2 Million 

NCUA anticipates that the new collective bargaining agreement will produce $1.2 million in 
savings over five years because of increased employee productivity. To increase productivity, 
the new agreement requires telework-ready employees to work when the federal government 
closes. Each D.C. federal government closure caused by weather or other event results in a loss 
of approximately 1 ,600 hours of staff productivity. This assumes 200 people are working in the 
headquarters office on any given day for eight hours. Assuming an average salary of $50 per 
hour, the daily cost of lost productivity is $80,000, or $50 multiplied by 1,600 hours. Assuming 
three federal closures per year, this amounts to $240,000 per year or $1 .2 million ($240,000 
multiplied by 5) over a five-year contract. 

To provide more information about how NCUA calculated these estimates as well as background 
documents, NCUA staff are available to brief your staff in person at your request. 

c. During collective bargaining negotiations, what union demands did you not grant? 
What requests did you decline? Please provide a list of all proposals not granted by 
NCUA. 

During the negotiations, the requests not granted or materially modified include: 

• Provide employees a merit increase ranging from 2 to 4 percent in year one with a 50 basis 
point increase each year thereafter, so by the end of year five of the collective bargaining 
agreement the merit range would be 4 to 6 percent per year. 

• Adjust the pay bands each year by the level provided to General Schedule employees and add 
that adjustment amount to employee base pay. 

• Set locality increases with an upward range of 8 percent annually. 

• Grant promoted employees a minimum 14 to 16 percent raise. 

• Establish an NCUA-funded disability insurance program. 

• Allow all employees who travel more than 75 nights a year the option for a fully reimbursed 
weekend trip home when on a multi-week assignment without a cost justification. 
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• Allow automatic approval of rental cars when the employee travels at least 250 miles to the 
assignment. 

• Eliminate the requirement to share rental cars when at an assignment with multiple 
employees. 

• Establish taxi or car service as the standard transportation method for travel from a residence 
to a transportation terminal such as an airport. 

• Reimburse employees in overnight travel for the first and last day based on a quarter-day 
system instead of the standard 75-percent reimbursement average. 

• Reimburse up to $20 for laundry service when on an overnight assignment covering at least 
five days. 

• Expand the types of eligible assignments that count towards the annual travel nights lodging 
compensation program. The eligibility thresholds would change to a range of $60 to $200 
per night after reaching 61 days in overnight status. 

• Provide ongoing lists of all bargaining unit meeting attendees to NTEU. 

• Provide all data to NTEU on surveys conducted. 

• Provide NTEU officials with compensated time for travel associated with union business. 

• Allow NTEU officials to receive a full merit raise based on the prior year appraisal rating 
even if they did not work a minimum number of productive hours. 

• Commit to various minimum buckets of hours for defined tasks and authorize staff to carry 
unused buckets of hours to future months. 

• Provide employees administrative leave when working in an “affected area” and tiie 
government in that area has not closed in instances where field or remote employees are 
unable to work due to the local conditions. 

• Jointly select with NTEU a new travel management tool for booking government travel. 

• Incorporate a gain-sharing program into the collective bargaining agreement. 

• Provide NTEU with an explanation anytime there is a decision to expand the applicant pool 
to external candidates when NCUA considers external candidates for a vacancy. 

• Provide NTEU with a copy of all decisions on requests for part-time employment. 
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• Implement a phased-retirement program within 60 days of the effective date of the new 
collective bargaining agreement. The proposal included the employee having sole discretion 
to participate in the program and also deciding whether to return to full-time status while in 
the program. 

• Eliminate the standardized testing process for promotion to the CU-12 principal examiner 
position. 

• Give priority consideration to bargaining unit employees when considering the pool of 
candidates for a reassignment. 

• Establish a joint labor-management working group to revise the performance management 
system. 

• Provide NTEU with meeting space in the headquarters and regional offices for all non-duty 
hours requested. 

• Allow the use of NCUA’s email system to announce or conduct internal NTEU business. 

• NCUA and NTEU will mutually agree on the location of the union onsite office. 

13. Chairman Matz, page 26 of your annual report fouls your parlicipation on FSOC, and 
says that this participation has “broadened NCUA 's perspective.” 

a. How do you define systemic risk? 

Section 1 1 3 of the Dodd-Frank Wall Street Reform and Consumer Protection Act provides 
guidance. This section authorizes the Financial Stability Oversight Council to determine that a 
nonbank financial company shall be supervised by the Board of Governors of the Federal 
Reserve System and shall be subject to prudential standards, in accordance with Title I of the 
Dodd-Frank Act, if the Council determines that material financial distress at the nonbank 
financial company, or the nature, scope, size, scale, concentration, interconnectedness, or mix of 
the activities of the nonbank financial company, could pose a threat to the financial stability of 
the United States. 

The Council’s Final Rule on Authority to Require Supervision and Regulation of Certain 
Nonbank Financial Companies also notes that the Council considers a “threat to the financial 
stability of the United States” to exist if there would be an impairment of financial 
intermediation or of financial market functioning that would be sufficiently severe to inflict 
significant damage on the broader economy. 

This definition should be distinguished from the use of the same term within NCUA. The term 
“systemic risk” is used within NCUA to define those credit unions assigned to the Office of 
National Examinations and Supervision. These very large credit unions, while not systemically 
important to our nation’s financial system, are systemically important to the National Credit 
Union Share Insurance Fund and receive greater scrutiny. 
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b. What is your definition of too-big-to-fail? 

“Too-big-to-fail” is a term frequently used to refer to firms that are so large and or 
interconnected that their failures would have systemic consequences. These firms are referred to 
as “too-big-to-fail" because it is presumed that the government would take extraordinary actions 
to avoid the failure of these institutions. 

c. Does too-big-to-fail still exist? 

I believe that there are large, interconnected financial firms whose failures would pose critical 
systemic consequences. 

d. Given your experience at FSOC, in your view, would the failure of any single credit 
union threaten the financial stability of the United States? 

I do not believe that the failure of any single credit union would threaten the financial stability of 
the United States. However, there are credit unions that are large enough that their failures 
would have a consequential effect on the stability, growth, and lending capacity of the credit 
union system and the National Credit Union Share Insurance Fund. At the same time, it is clear 
that disruptions in the broader financial system can have an enormous impact on credit unions, 
and my participation on the Financial Stability Oversight Council has expanded my access to 
information about the potential for financial distress in the United States. 

e. What data and analysis did you rely on to inform your decision to designate Prudential 
as a systemically important institution? What specifically is it about Prudential that 
makes it different in kind from other large insurance companies? 

FSOC publi.shes a public basis for each designation. These documents summarize data and 
analysis used in the designation process.’ 

Following the guidance that has been laid out, the focus of the Council in our designation 
decisions has been on the direct and indirect exposure of financial market participants to each 
company, as well as the potential impacts of a sudden need to liquidate assets, and the potential 
difficulty of an orderly winding down of the institution in the event of its failure. The Council 
also considers whether a nonbank financial company provides a critical function or service that is 
relied on by financial market participants for which there are no ready substitutes. 

f How about GE Capital? What factors let you to conclude that GE Capital is a SIFI? 

As noted above, FSOC publishes a public basis for each designation. These documents 
summarize data and analysis used in the designation process. 

Following the guidance that has been published, the focus of the Council in our designation 
decisions has been on the direct and indirect exposure of financial market participants to each 


^ See httD://\v\vw.treasun.'.gov/initiaiives/fsoc/desigiiations/Pages/defauU.asDX . 
See Ibe same link as noled in foolnote 9. 
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company, as well as the potential impacts of a sudden need to liquidate assets, and the potential 
difficulty of an orderly winding down of the institution in the event of its failure. The Council 
also considers whether a nonbank financial company provides a critical function or service that is 
relied on by financial market participants for which there are no ready substitutes. 

g. Do you have a background in insurance? On whose expertise did you rely in advising 
you on these matters? 

I do not have a background in insurance, but I have a deep background in understanding the risks 
in employing funds to earn a return in financial markets. Although credit unions and insurance 
companies appear to be very different institutions, both create value by managing the risk of their 
assets and liabilities. The channels through which distress at insurance companies would 
transmit or amplify risk have mostly to do with the interconnections and exposures to other 
financial institutions, rather than insurance operations. 

By design of the Council, each member brings a unique perspective to the designation process, 
informed by our particular areas of expertise and experience. In my case, that is a multi-decade 
career in and around the financial services industry and the experience of leading an agency 
through the aftermath of the financial crisis. The Council structure adopted by the Dodd-Frank 
Act ensures that a broad array of views are considered in making designation decisions. 

1 take my responsibilities very seriously. As a voting member, 1 consider all the evidence 
provided by the analytical team, as well as the discussions I've had with other principals, and the 
information submitted by the firms and the in-person hearing at which the designated firm may 
participate. During the designations process, I was routinely briefed by NCUA staff who were 
involved in the overall FSOC analysis and in developing many drafts of the FSOC analysis. 

h. Did you visit any of the companies designated by FSOC prior to your vote? Did you 
meet with the company ’s management? 

I met with representatives of Prudential and MetLife prior to the final designation vote, 
following the procedures the Council had adopted. 

i Do you have an insurance expert on staff at NCUA ? Who? 

Like the Federal Deposit Insurance Corporation is for banks, NCUA, is the insurer of credit 
union deposits, maintaining the National Credit Union Share Insurance Fund. Therefore, NCUA 
does have experience and expertise in providing share insurance for credit unions. 

While NCUA does not have individuals on staff with experience underwriting other types of 
insurance products, the agency does have experts in asset-liability management, capital markets 
activity, interest rate risk, and derivatives. The designation issues presented to the Council about 
insurance companies were, for the most part, about their connections and exposures to other 
financial institutions. 
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]. How does insurance company business mode! differ from that of large national bank 
or a credit union? 

The insurance company business model differs from credit unions and banks in many 
dimensions, including: purpose, chartering and regulation, capital, and liquidity requirements 
and needs. 

It is worth noting, however, that there are broad similarities between aspects of the insurance 
company business model and the business models of credit unions and banks. Each must 
manage credit risk, operational risk, and conduct liability and receivable valuations over longer 
time periods based on modeling. Credit unions and banks also must manage the risk of having 
longer-maturity loans and investments as assets paired with term deposits, on-demand deposits, 
and other short-term liabilities. In other words, they engage in sophisticated asset management 
techniques. Insurance companies also engage in sophisticated asset management techniques and 
are facing the same broad financial market developments faced by credit unions and banks. 

k. The sole voting member with actual expertise in insurance was the sole dissenting vote 
in FSOC’s decision to designate MetLife and Prudential. What is it in particular that 
you found unpersuasive with his arguments against designation? 

I have a deep respect for Mr. Woodall and, for that matter, all of the FSOC principals. Given the 
wealth of material the Council studied — a final basis for each company that ran at between 200 
and 400 pages — I can appreciate how different people with different backgrounds could see the 
same material and reach different conclusions. It is worth noting that in the Council’s review it 
was not the straightforward insurance operations that triggered the designations. Rather, it was 
their large size and highly interconnected deployment of financial assets, along with the potential 
for a difficult and disorderly unwinding in the event of failure. My conclusions on these two 
designations, after reviewing all the available evidence, were in line with the majority on the 
Council: that material financial distress at these companies could pose a threat to U.S. financial 
.stability. 

14. The FSOC also has the authority to designate activities and non-banks as systemically 
important. 

a. How many NCUA employees are experts on industries and financial policy matters 
beyond the regulation of credit unions? 

Credit unions face many of the same challenges that face banks and other financial institutions 
that participate in credit markets. Credit unions use many of the same financial market analyses 
used by banks and other financial institutions that participate in credit markets. As such, many 
NCUA employees — through their everyday work — have a deep understanding of the financial 
policy matters that arc common to financial institutions that, among other activities, take in 
deposits, make loans, or otherwise manage their assets by participating in credit markets. 

Further, many NCUA employees have considerable financial market experience, both from 
employment in the private sector and in other government agencies such as the Federal Reserve, 
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Federal Deposit Insurance Corporation, Securities and Exchange Commission, and the 
Department of the Treasury. They bring this experience to bear on credit union issues primarily, 
but their knowledge, experience and training enables them to understand and comment 
knowicdgably on a wide variety of financial policy issues beyond the regulation of credit unions. 

h. Which agency is the primary regulator of asset managers? 

The Securities and Exchange Commission is the primary regulator of the securities industry. 

c. How many NCUA employees are asset manager experts? 

Many NCUA employees — through their everyday work — have a deep understanding of asset 
management concepts and applications. Understanding asset management is a key clement in 
understanding the safety and soundness of individual credit unions. For example, within the 
central office, NCUA has a division of capital and credit markets staffed with seven experts in 
asset management. There are many others throughout the agency with extensive knowledge of 
asset management. 

d. Are you aware of the comprehensive and onerous rules and regulations required hy the 
securities laws and the SEC? 

I am aware that the Securities and Exchange Commission is a key regulator of the securities 
industry. 

e. Do you believe asset managers are systemically risky? How so? 

It is impossible to answer that question directly. The asset management industry is extremely 
diverse. It comprises institutions and activities ranging from money market mutual funds, to 
mutual funds, to hedge funds, and to private equity funds. 

In many instances, asset managers act primarily as agents. They manage assets on behalf of 
clients as opposed to investing on their own behalf. For these entities, losses are borne by — and 
gains accrue to — clients rather than the asset management firm. At the same time, I understand 
that there are other entities that both manage funds and share in the gains and losses. 

Partly because the industry is so diverse, and following our outreach to and comments from the 
industry, FSOC principals directed staff to focus on analyzing asset managers’ products and 
activities. As I noted in my answer to questions at the hearing, asset management activities 
remain an area of ongoing inquiry by FSOC. 

The Council has not made any determination about the potential risks to financial stability 
arising from asset management products or activities. I am reserving judgment on this issue 
pending additional briefings and Couneil deliberations. 
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f. Can you name specific asset managers that are of concern to you as Chairman of the 
NCUA? 

It is not appropriate for me to comment on specific firms. At the same time, it is worth 
emphasizing that, with respect to the asset management industry, FSOC is currently focusing on 
industry-wide products and activities to assess potential risks in the asset management industry, 
rather than individual firms. 

g. Do you believe the SIFI designation should be examined at the entity level or more 
focused on activities? Why? 

Right now, the designation as a systemically important financial institution can only be applied 
to entities, not to specific activities. With respect to the wide array of institutions predominantly 
engaged in financial activities, it is impossible to draw a hard and fast line. Within the scope of 
the asset management industry, however, following outreach and comments from the industry, 
FSOC principals directed staff to focus on analyzing products and activities. So, that is our 
current focus in the area of asset management. The current focus reflects our judgment that, 
because many asset managers are engaged in many different activities, it is useful to try to 
distinguish activities and products that may add substantial risk from those that pose little or no 
risk. 


h. Last year, the Committee received testimony that a SIFI designation for asset 
managers would result in more than a $100,000 in costs to each investor with an 
account at a mutual fund. Do you believe that is an acceptable cost for investors to 
bear? 

That does seem like a very high cost, but 1 am unfamiliar with the estimate and how it was 
derived. 

I. In 2014 and again on July 20, 2015, Barney Frank stated that he did not believe asset 
managers should he regulated as SIFIs. Do you disagree with Mr. Frank? 

I certainly respect the views of Chairman Frank. Because I share his concerns about designating 
asset managers, 1 supported narrowing FSOC’s focus to studying products and activities across 
the industry. 

In addition, it is important to understand that the financial system is always evolving. FSOC 
must remain alert to the changing nature of emerging activities and companies, rather than 
relying on hard and fast rules that may beeome outdated over time. 

j. Do you believe that any action taken by FSOC to designate asset managers or their 
activities as systemically important would be inconsistent with the congressional intent 
of Dodd-Frank? 

No. 
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k. Do you believe that you are qualified to vote on a regulatory matter outside of the 
NCUA ’s expertise? Why? 

Yes. By the design of the Couneil, each member of FSOC brings a unique perspective to the 
designation process, informed by our particular areas of expertise and experience. In my case, 
that is a multi-decade career in and around the financial services industry and the experience of 
leading an agency through the aftermath of the financial crisis, which includes the successful 
resolution of corporate credit unions with nearly $50 billion in distressed assets. The Council 
structure that the Dodd-Frank Act adopted ensures that a broad array of views are considered in 
making designation decisions. 1 take my responsibilities very seriously. 

/. What are the specific differences between asset managers and other financial firms? 

There are many differences between asset managers and other financial firms. 

While there are many types of asset managers, they share the common characteristic of 
managing financial assets on behalf of investors. Asset management activities include allocating 
assets and selecting securities, using a variety of investment strategies in registered and non- 
registered funds, enhancing returns with derivatives or leverage, and creating customized 
investment solutions for larger clients, primarily through so-called separate accounts. For many 
asset managers, the losses and gains on the financial assets are incurred by the client of the firm 
rather than the firm itself, though there are asset managers that also share in the gains and losses 
of the funds they manage. 

The general characteristic of asset managers is different from other financial firms whose 
shareholders benefit from the gains on investments made by its managers and suffer losses when 
investments decline in value. While other financial firms are required to hold capital to cushion 
against a decline in the value of their assets to ensure the firm will be able to meet its liability 
obligations, asset managers hold little capital because, for many types of asset managers, it is the 
investor rather than the firm that bears the losses. 

At the same time, asset managers and other financial firms face similar challenges. They both 
need to ensure cash flows are sufficient to cover any liquidity need as it arises. Some forms of 
asset managers may create funds that can be close substitutes for the money-like liabilities 
created by banks; many engage in various forms of liquidity transformation, primarily, but not 
exclusively, through collective investment vehicles; and they provide liquidity to clients and to 
financial markets. An unexpected decline in cash flows that can originate from a multitude of 
sourees will negatively impact any financial firm. When the decline in cash flows are significant 
enough, it can result in the firm trending toward illiquidity or insolvency. Any large, 
interconnected financial firm with the need to sell into an illiquid market could be a source of 
systemie risk. 
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m. What are the revenue streams for asset managers and how they are different from 
other financial institutions? 

Asset managers generally hold financial assets on behalf of investors and receive revenue by 
charging a fee for the financial services they provide. The fee structures for asset managers are 
as diverse as the variety of services they provide. Generally, fees may be a set amount for a 
period of time, they may be assessed on a per service basis, or they may be a percentage of assets 
under management. A common fee structure for hedge funds includes a share of any gains in 
asset value. Asset managers may use any or all of these fee types. 

Other financial institutions, primarily depository institutions, generate revenue through accepting 
deposits and paying interest on them, while lending out the deposited funds at a higher interest 
rate. Depository institutions also generate revenue through a variety of fees, usually related to 
the provision of a service, such as mortgage refinancing or bond issue underwriting. 

n. Does a stand-alone asset manager have access to central bank liquidity? 

No. However, during the financial crisis, it became necessary to provide a temporary guarantee 
program to protect shareholders of money market mutual funds to help maintain financial 
stability. 

o. How many asset managers were among the 700 U.S. financial institutions that received 
a direct investment under the TARP Capital Purchase Program? 

No asset managers received assistance through the TARP Capital Purchase Program. 

p. As you are aware, the SEC published for comment the OFR’s report on asset 
managers. Many comments were received, including one by Commissioner Gallagher 
that noted the report was “fundamentally flawed” and that the resulted of the OFR not 
only “inaccurately defined and described the activities and participants in the assets 
management business,” but also analyzed the purported risks posed by assets managers 
in a “vacuum instead of in the context of the broader financial markets. ” How can 
you — as a voting member of FSOC— -determine an a.sset manager is a SIFI based on 
inaccurate information ? 

In examining the potential for financial instability, FSOC decided to study the activities of asset 
management firms to better inform its analysis of whether — and how — to consider such firms for 
enhanced prudential standards and supervision under Section 1 13 of the Dodd-Frank Act. The 
Council asked the Office of Financial Research, in collaboration with FSOC members, to 
provide data and analysis to inform this consideration. 

The report produced by the Office of Financial Research responded to that request by analyzing 
industry activities, describing the factors that make the industry and individual firms vulnerable 
to financial shocks, and considering the channels through which the industry could transmit risks 
across financial markets. The report was useful in summarizing aspects of the asset management 
industry and as guide for developing a framework for further research and analysis. In 
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particular, the comments received about the report were instrumental in narrowing the focus of 
further work on asset managers to activities and products. 

As a follow-up to the report, FSOC hosted a conference on the asset management industry and 
its activities to help inform its ongoing assessment of potential risks to U.S. financial stability. 
During the conference, practitioners — including CEOs, treasurers, and risk officers — as well as 
academics and other stakeholders discussed a variety of specific issues that relate to the industry. 
There were more than 15 major presentations, from a variety academics and industry 
participants. These discussions and presentations were very useful in helping the Council to 
narrow its focus on activities and products. 

The Office of Financial Research report on asset managers was never intended to be a definitive 
source of information for designation of any firm. The path to designation, if it were to occur at 
all for an asset manager, would follow the procedures adopted by the Council in February 2015, 
which would require a thorough analysis of the firm. This, again, if it were to occur, would 
entail extensive documentation and analysis, as well as opportunities for the Finn to meet with 
FSOC staff and decision-makers. 

q. What is a qualified custodian? 

With certain limited exceptions, an investment adviser is required to maintain client funds and 
securities with a “qualified custodian.” Qualified custodians can be banks, registered broker- 
dealers, futures commission merchants, or certain foreign entities. A qualified custodian either 
maintains client funds and securities in a separate account for each client under that client’s 
name, or in accounts that contain only client funds and securities under the name of the 
investment adviser as agent or trustee for the clients. 

NCUA ’s Stress-Testing Rule 

a. Did Dodd-Frank require the NCUA to issue a stress-testing rule? 

The Dodd-Frank Act did not require NCUA to issue a rule on stress testing. During the most 
recent recession, however, several large insured credit unions failed, imposing a significant strain 
on the Share Insurance Fund and corresponding insurance assessments on federally insured 
credit unions. In response, the NCUA Board approved a regulation to require stress testing for 
the largest credit unions as a prudent measure to prospectively assess risk and reduce losses to 
the Share Insurance Fund. 

b. NCUA ’s stress testing rule requires any credit union with over $10 billion in assets to 
undergo stress testing. Currently there are only five such credit unions, and they 
already voluntarily engage in internal stress testing. Why can ’t NCUA take the results 
of their internal testing and independently verify the results? Why require such 
duplication ? 
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Because the Share Insurance Fund is $12.1 billion, each of these credit unions is almost as large 
as or larger than the entire fund. The failure of one of these institutions could significantly affect 
the entire credit union system. 

With that in mind, the NCUA Board voted unanimously in April 2014 to take the additional step 
of requiring independent stress testing for these credit unions. This is the result of the credit 
union system’s experience with corporate credit union failures during the Great Recession. At 
that time, NCUA had largely relied on credit union-derived risk analysis, which was later 
discovered to be lacking conservative assumptions and analytical techniques appropriate for risk 
management. We have since embraced an approach of conducting independent stress tests in an 
effort to uncover prospective risks and to ensure our largest institutions are better prepared to 
withstand difficult economic environments. 

NCUA’s results were not duplicative of credit union results, because only one credit union had 
been performing stress testing at the time of the rule’s implementation. It should be noted that 
this credit union has over $50 billion in assets and would be subject to Federal Reserve Board- 
run stress testing if it were a bank holding company. 

c. Does NCUA lack the capacity or expertise to independently verify the internal stress 
testing conducted by these five credit unions? 

NCUA does not presently have the calculation capacity to run stress tests, nor does it have access 
to industry performance data that drives projected performance results. Accordingly, the agency 
engaged an industry expert, BlackRock Solutions, to fulfill these responsibilities. NCUA is 
exploring whether it would be cost effective and efficient to assume these functions within the 
agency over time while maintaining an independent assessment of credit union risks. 

NCUA does have the internal expertise to design and manage the stress testing project, direct the 
contractor on critical decision points concerning model assumptions and analytical approaches, 
and evaluate the impact of assumptions and methods. NCUA also can perform quality assurance 
on the third-party stress test results. 

d. Is the cost of stress testing paid for out of the Share Insurance Fund? If so, how 
much? What is the annual cost? 

Yes, the cost is paid out of the Share Insurance Fund. The cost was $2.3 million in 2014 and 
$1.7 million in 2015. The annual cost will continue to decline each year under the current 
contract. 

e. The NCUA has contracted out its stress testing work. Who did you hire? Why were 
they necessary to hire? 

Through a competitive bid process, NCUA contracted with an industry expert, BlackRock 
Solutions, to conduct stress tests on each of the five credit unions with assets over $ 1 0 billion. 
Although NCUA staff have experience conducting stress tests and are capable of supervising the 
stress testing process, NCUA is not equipped with the computational and data resources required 
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to complete robust stress tests. BlackRock was contracted to work with NCUA on development 
of robust models with appropriate predictive capabilities, acquisition and cleansing of credit 
performance segmented by retail loan products, and acquisition of necessary quantitative tools. 
NCUA tapped BlackRock’s experience in similar stress test exercises to consider alternative 
methods and to inform sound model techniques based on likely changes in institutions’ 
strategies. 

NCUA explored the costs associated with conducting stress tests using its own resources, 
through adding staff and procuring industry data and analytical software. This approach would 
be cost prohibitive. 

f. Why does the NCUA lack the in-house expertise to conduct stress testing? 

Acquiring in-house expertise to conduct stress testing would have required substantial increases 
in the NCUA staff and budget. In April 2014, the NCUA Board determined that the benefits of 
stress testing the five largest credit unions would be outweighed by the costs of doing so in- 
house. The Board instead directed staff to begin the stress testing program through a competitive 
bidding process. The contractual arrangement has proven to be more cost effective than an in- 
house program would have been in the initial phase. 

NCUA is utilizing externa! expertise and computation resources in the first three years of stress 
testing both to expedite the implementation of NCUA’s stress testing rule and to assimilate 
external experience of stress test applications. As noted earlier, NCUA is exploring whether it 
would be cost effective and efficient to assume these functions within the agency in the future. 

In the meantime, NCUA has the internal expertise to manage the project, direct the contractor on 
critical decision points, and perform quality assurance on the stress test results, 

g. Please share copies of these contracts and related task orders with the Committee. 

NCUA will provide these materials in the near future. NCUA staff is also available to discuss 
these contracts if you have additional questions. 

15. Chairman Matz, your November 2014 budget statement indicated that the NCUA uses 
zero-based budgeting and that it means “every position and every expense must be 
individually justified. ” 

a. Please provide the NCUA analyses that show how it uses zero-based budgeting. 

The Chief Financial Officer describes the process used to develop NCUA’s budget in the annual 
Board action memorandum on the budget, which is available in the budget resource center on the 
NCUA website.’* The Board action memorandum outlining NCUA’s 2015 budget is attached. 

In summary, it states that all 21 regional and central offices develop budget requests identifying 
resources required to support NCUA’s mission and strategic goals and objectives. These budgets 
are developed using zero-based budgeting techniques to ensure each office’s requirements are 


’ ' See hlIn:/M'\TO'.neua.i;ov/about/rai’es/huciget.a.sDX . 
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individually justified and consistent with the agency’s overall multi-year strategic plan and 
annual performance plan, which are posted on the NCUA website.’^ 

Offices do not simply start with last year’s approved budget and request increases based on 
previously approved dollar amounts. Instead, offices are required to justify every dollar anew. 

One of the primary inputs in the budget development proee.ss is a comprehensive workload 
analysis that captures the amount of time necessary to conduct examinations and supervision of 
federally insured credit unions to carry out NCUA’s dual mission as insurer and regulator. This 
process starts with a field-level review of every credit union to determine the number of 
workload hours needed for the budget year. The workload estimates are refined by each level of 
management in the field program until the final budget proposal is completed and forwarded to 
the central office for review and analysis. The final workload analysis establishes the foundation 
for NCUA’s five regional office budget requests and for the Office of National Examinations and 
Supervision. Together, these offices represent 72 percent of NCUA personnel. 

In addition to the field workload analysis, which is used to develop personnel and travel costs, all 
field offices develop cost estimates for fixed and recurring items such as rent or leased property, 
operations and maintenance, facilities repairs, supplies, telecommunications, and other 
administrative and contracted services costs. Central offices undertake similar budgeting tasks. 

All office budget submissions within NCUA undergo thorough reviews by the responsible 
regional and central office directors, the Chief Financial Officer, and executive leadership. 
NCUA’s Information Technology Prioritization Council meets with regional and central offices 
to review and prioritize software and hardware initiatives and align these information technology 
investments with NCUA’s mission. These multi-level reviews result in a mutually agreed-upon 
budget to support NCUA’s top priorities: implementing a robust supervision framework, 
promoting awareness of critical risks and related threats, developing financial literacy and 
consumer protection programs, providing guidance to credit unions, and strengthening security 
programs. 

A two-page fact sheet describing NCUA's budget process and its zero-based, bottom-up 
approach is posted to our website in the budget resource center and is included for your review. 

h. Please provide individualized justifications prepared by NCUA prior to adoption of 
NCUA ’s most recent budget evaluating salary levels for the following positions: 

/. Executive Director 

a. Deputy Executive Director 

Hi. General Counsel 

iv. Chief Economist 

V. Chief Financial Officer 

VI. Chief Information Officer 

VII. Director of the Office of Consumer Protection 

vHL Director of the Office of National Examinations and Supervision 


u See httD://\vww.ncua.gov.ILei:a[/RDtsPlens/Faees/SV-AVB.a5nx . 
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ix. Director of the Office of Examination and Insurance 
X. Director of the Office of Human Resources 

xi. Director of the Office of Minority and Women Inclusion 

xii. Director of the Office of Public and Congressional Affairs 

xiii. Director of the Office of Small Credit Union Initiatives 

xiv. Director of the Office of Continuity and Security Management 

XV. President of the Asset Management and Assistance Center 

As required by law, NCUA must maintain pay comparability with the other Financial Institutions 
Reform, Recovery, and Enforcement Act agencies, commonly referred to as FIRREA agencies.'^ 
The most recent analysis of comparability showed NCUA is comparable, but in many cases 
below, the other FIRREA agencies’ compensation levels. 

NCUA has a long-standing pay-for-performance system and policy where the pay levels of 
individuals are adjusted based on the evaluation of their performance each year. This is 
consistent with the process followed in setting the 2015 pay of all Senior Staff Positions (SSPs), 
including those listed above. Thus, any annual salary increases for these positions are justified 
by performance appraisals, which are confidential. 

The structure of the SSP grades was overhauled in December 2009, when the highest grade level 
of SSP-4 was eliminated. The positions and structure were evaluated again in December 2013. 
Of the positions listed above, both evaluations set the positions of Executive Director, Deputy 
Executive Director, General Counsel, Director of the Office of Examination and Insurance, and 
Director of the Office of National Examinations and Supervision at the grade level of SSP-3. All 
other positions on the list are at the SSP-2 level. 

The current salary caps at the SSP-1 and SSP-2 levels were adjusted in December 2013, while 
the total pay for the SSP-3 level (the maximum salary for any NCUA employee) remains 
unchanged since 2008. 

16. According to NCUA figures in the Share Insurance Fund annual report, roughly $130 
million in operational expenses are taken out of the Share Insurance Fund annually. 

These are funds earmarked to cover losses when credit unions fail, and are paid in by 
assessments of the credit union industry. 

Please provide the Committee with an itemized breakout of how much has been taken out 
of the NCUSIF over the past five years, with line items for individual expenses. 

Pursuant to section 203 of the Federal Credit Union Act, NCUA only charges the Share 
Insurance Fund for charges attributed to NCUA's insurance-related operations. Thus, Share 
Insurance Fund expenses are primarily operating expenses for insurance-related activities — that 
is, examination procedures that address safety and soundness issues — supported by salaries, 
benefits, travel, contracted services, and administrative expenses. 


“ See 12 U.S.C. 1766(f)(2) 
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Based on quantitative data that demonstrated the percentage of examiners’ time dedicated to 
insurance-related activities, the NCUA Board in November 2014 approved the current overhead 
transfer rate of 71 .8 percent for the 2015 budget cycle. This overhead transfer accounts for 
approximately 98 percent of the Share Insurance Fund’s expenses. An overview analysis of the 
overhead transfer rate for the last five years follows: 


1 Budget (S thousands) 

2011 

2012 

2013 

2014 

201.5 1 

Operating Fund Budget 

$225,404 

$236,855 

$251,387 

$268,290 

$279,478 

Overhead Transfer Rate 

58.9% 

59.3% 

59.1% 

69.2% 

71.8% 


To provide greater transparency related to the setting of the overhead transfer rate, as part of 
my testimony during the hearing, I stated my intent to call for an NCUA Board vote to publish 
the overhead transfer rate for comment every three years in conjunction with the consideration 
of the agency’s strategic plan. In August, I subsequently announced that we would also invite 
comment on the federal credit union operating fee. Accordingly, the NCUA Board will vote 
in January 2016 to publish both the overhead transfer rate and the operating fee 
methodologies in the Federal Register. 

The Share Insurance Fund may also fund certain costs directly. These funding items have been 
requested and approved in several Board action memorandums or pursuant to NCUA Board- 
approved delegations. Most recently, the Share Insurance Fund has funded the following special 
initiative projects in 2014 and 2015: 

• Stress te.sting of credit unions with over $10 billion in assets by the Office of National 
Examinations and Supervision — Actual cost of $4 million through June 30, 2015; 

• Federal credit union derivatives authority — Total estimated cost of $1.5 million through 
2015; 

• Credit Union Service Organization Registry — Total estimated cost of $1,4 million through 
2015; and 

• Contracted audit support services to support Share Insurance Fund financial statements^ — 
Total estimated cost of $520,000 in 2015. 

The NCUA website has a dedicated page for Share Insurance Fund reports and statements. 

The monthly financial highlight reports and the quarterly presentations at the open NCUA 
Board meetings are all archived and available. NCUA also maintains a monthly accounting of 
the Operating Fund on its website, and the most recent report for the Operating Fund is 
attached for your review.'* 

The table below outlines the expenditures of the Share Insurance Fund over the past five 
years. At your request, NCUA staff are available to answer additional questions about these 
expenditures and provide more information. 


See httD:/A\’w\v.ncua.gQv/Data.AnDs/PaEes/ST~Renort.s .asiix. 

See httD://vv'w\v'.neua.gov/Lega!/RDi.sP]ans/Pages/OPFtind.asnx - 
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Shiiiv iiiMiriMiee 1 iinil 
liiiiusands) 

Niiit-s 

2011 

2012 

2013 

2014 

201.' 

Operating Fund Budget 

(a) 

$225,404 

$236,855 

$251,387 

$268,290 

$279,478 

Overhead Transfer Rate 
(OTR) 

(a) 

58.9% 

59.3% 

59.1% 

69.2% 

71,8% 

Costs Incurred Pursuant 

to OTR 







Stress Testing Large 
Credit Unions 

(b) 

* 

- 

- 

$2,300 

$1,700 

Federal Credit Union 
Derivatives Authority 

(b) 

- 

- 

- 

- 

$1,500 

Credit Union Service 
Organization Registry 

(0 

- 

- 

- 

- 

- 

Contracted Audit 

Support Services 

(b) 

$855 

$2,071 

$794 

$535 

$520 

State Supervisory 
Authorities (SSA) 
Training-Related Travel 

(i) 

$977 

$1,372 

$1,232 

$1,136 

$779 

SSA Computers 

(d) 

$242 

$109 

$140 

$138 

$109 

SSA National Institute 
for State Credit Union 
Examination 

(d) 

$74 

$74 

$76 

$79 

$61 

Bank Fees and Other 
Misc. Items 


$224 

$83 

$61 

$38 

$41 

Total 


$132,358 

$141,237 

$148,312 

$179,818 

$204,710 


(a) Represents budgeted amounls. 

(b) Amounts for 20 1 5 are estimates; prior years are actual amounts. Costs charged pursuant to O'fR reflect OTR rate 
applied to actual Operating Fund expenditure.s. 

(c) Credit Union Service Organization Registry cost is a capital expenditure and does not flow through Operating 
Expenses. Actual 2014 and budgeted 2015 costs arc $128,000 and $1,272,000, respectively. 

(d) Slate Supervisor^' Authorities-rclated costs. Annual actual expenses with 2015 through September 2015. 

1 7. NCUA budget report says contracted services are now S26.2 million^ up 9 percent ($2,1 
mUiion) over iast year. 

a. Why is it that each division within NCUA has its own contracting officer? Why not 
manage contracting through a central procurement office? 


Actually, NCUA does have a central procurement office. The Division of Procurement and 
Facilities Management within NCUA’s Office of the Chief Financial Officer centrally manages 
the contracting function. The division has four warranted contracting officers who procure 
services and supplies on behalf of the central and regional offices. Moreover, the authority to 
serve as the NCUA contracting officer is delegated by the NCUA Board to the Director of the 
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Division of Procurement and Facilities Management. No other divisions within NCUA have 
contracting officers. 

The NCUA Board delegated limited purchasing authority to NCUA regional directors and the 
president of the Asset Management and Assistance Center (AMAC) for normal operation of their 
respective offices. Generally, this purchasing authority is limited to $20,000 and is similar to 
that found in other agencies for non-warranted ordering officials. Actions that exceed the 
purchasing authority of the regional directors and the AMAC president require approval by a 
contracting officer within the Division of Procurement and Facilities Management. 

In addition to the procurement authorities described above, AMAC, when acting as liquidating 
agent, is functioning in a recognized distinct legal capacity, effectively as successor in interest to 
a failed credit union. Actions that AMAC takes in this capacity are not actions taken by NCUA 
in its normal capacity as a governmental agency. Because the liquidating agents are separate 
distinct legal entities, NCUA as a governmental agency is not a party to these agreements. 

NCUA as an executive branch agency is not involved in AMAC contracts in any way, and 
individuals and contractors retained by AMAC are paid using funds from the liquidation estates. 

b. How many individual contractors work for the NCUA right now? How many firms? 
What are their individual billing rates? 

NCUA has 36 individual contractors and 30 firms with 1 5 1 contractor personnel working onsite 
at NCUA’s central and regional offices. Of these 1 87 individuals, 41 perform work for AMAC, 
which retains individuals from contractor personnel through AMAC’s authority acting as 
liquidating agent.'^ The agency will provide by separate cover a listing of the individuals, firms, 
contractor personnel, and their associated billing rates. Information is subject to change as 
contracts are awarded, modified, or performance completed. 

c. Please provide this Committee with unredacted copies of all contracts NCUA executed 
with vendors since 2013 that have a value of $50,000 or more. 

NCUA has identified 333 contracts executed with vendors since 2013 that have a value of 
$50,000 or more. This information will be provided to the Committee in a separate package. 

d. Please provide copies of all task orders related to each of these contracts. 

This information will be provided in a separate package to the Committee. 

NCUA utilizes the Delphi-Oracle Federal Financial System through NCUA’s Federal Shared 
Service Provider (the Department of Transportation Enterprise Services Center) to produce 
contracts in the form of purchase orders. This system has some limitations when trying to 
respond to your request. Using Delphi limits NCUA’s ability to create unique contract numbers 
for task and delivery order contracts. Therefore, on its face an NCUA blanket purchase 
agreement is indistinguishable from a task or delivery order, by contract number. 


'<■ See 12 C.F.R. 709.4(c). 


41 



151 


e. Please provide a line-item description of the purpose of each contracted service 
comprising the $26.2 million figure cited in your budget report. 

We will incorporate this information within the package prepared in response to the previous 
question. This document will include a description column indicating the purpose for each 
procurement contract. 

Additionally, the attached 1 1-page report on 2015 contracted services describes in extensive 
detail the contracted services budget and provides a programmatic breakout by each office. The 
primary driver for increased costs in 20 1 5 was information technology system upgrade costs for 
NCUA’s infonnation security program — a key priority to protect the sensitive data of the 
agency, credit unions, and credit union members. The agency is required to comply with the 
Federal Information System Management Act to enhance its eybersecurity. 

18. Chairman Matz, in a speech on June 25, 2015, you said that “Because we streamlined the 
low-income designation process, the number of low-income credit unions has more than 
doubled. In fact, you may he surprised to learn that low-income credit unions now 
represent 47 percent of all federal credit unions. Low-income credit unions are exempt 
from the member business lending cap and restrictions on non-member deposits — that is 
real regulatory relief. ” 

a. Your annual report says that in 2009, 14 percent of credit unions had the low-income 
designation; now, 47 percent have it. On what grounds do you justify a rulemaking 
exemption that now exempts 1/2 of all credit unions? 

It should be noted that the Federal Credit Union Act authorizes the designation of low-income 
credit unions. Just to clarify, while 47 percent of all federal credit unions now have a low- 
income designation, only 37 percent of all credit unions now have a low-income designation. 

In analyzing the trends concerning the number of low-income credit unions, it is important to 
note the criteria for obtaining a low-income designation have not changed since 2009, What 
changed is an upgrade to our technological infrastructure that makes it more efficient to 
determine if a credit union qualifies for the low-ineome designation. 

In the past, a credit union could apply for a low-income designation by providing member 
address data. NCUA, in turn, would use software to geocode the data and then determine if a 
majority of the members live in areas meeting the low-income requirements. 

In 2012, an upgrade to our technological infrastructure was completed that allowed NCUA to 
determine, following the completion of each federal credit union examination, whether a given 
credit union met the requirements for a low-income designation. When examiners upload their 
reports, NCUA’s system receives the member data in a secure and encrypted format. Upon 
receiving the data, the system follows an algorithm to detennine the percentage of members 
qualifying for low-income designation. 
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Where credit unions once needed to apply to obtain the low-income designation, the current 
practice is for NCUA to notify federal credit unions of their eligibility and permit them to “opt 
in” to accept the low-income designation, if it is consistent with their strategic objectives. This 
streamlined process has helped credit unions gain regulatory relief in a simple and 
uncomplicated manner. 

h. Please explain how NCUA ’s actions are not subverting clear Congressional intent and 
the Federal Credit Union Act. 

NCUA’s actions support the low-income credit union provisions in the Federal Credit Union 
Act. The agency’s efforts to promote low-income designations help qualifying credit unions 
facilitate delivery of programs designed to serve low-income members, which is consistent with 
the intent of the low-income designation programs originated in the late 1970s. 

The Federal Credit Union Act authorizes low-income credit unions to accept nonmember 
deposits from any source and the opportunity to apply for technical assistance grants and low- 
interest loans from the Community Development Revolving Loan Fund. Since the 1998 
enactment of the Credit Union Membership Access Act, the Federal Credit Union Act also 
exempts qualified credit unions from the member business loan limitation. 

19. Chairman Matz, the Credit Share Insurance Fund Parity Act was enacted last Congress to 
extend insurance protection to lawyer's trust accounts and “other similar escrow 
accounts. ” Page 23 of your annual report says that “NCUA will work in 2015 to provide 
greater clarity and regulatory certainty around broad categories of other escrow accounts 
that would receive pass-through share insurance coverage. ’’ 

a. How do you define “escrow account”? 

For purposes of our proposed rule, escrow account includes pass-through insurance coverage for 
lawyers’ trust accounts, realtor escrow accounts, and prepaid funeral accounts. However, the 
NCUA Board invited the public to comment on other similar escrow accounts that might qualify 
for pass-through insurance coverage. 

h. What other broad categories of accounts are NCUA considering as “other similar 
escrow accounts”? 

As I indicated during the open NCUA Board meeting on April 30, 201 5, 1 would support 
extending pass-through insurance coverage to other similar escrow accounts where licensed 
professionals serve in a fiduciary capacity and hold funds to benefit their clients. I also 
specifically asked our Office of General Counsel why the legal research and analysis suggests 
that prepaid card programs, such as payroll cards, do not legally qualify for pass-through 
coverage. 

NCUA is evaluating the legal issues, as well as all of the comments from the proposed rule, 
before making a final determination about what constitutes other similar escrow accounts. 


43 



153 


c. What key features of an escrow account distinguish it from other products such as 
prepaid debit cards? 

The nature of the relationship between a client and an attorney in a lawyers’ trust account can be 
very different from a prepaid card. Other escrow accounts such as realtor escrow accounts and 
prepaid funeral accounts likewise serve different purposes and usually have different structures 
from prepaid card programs. 

At the time the NCUA Board proposed the escrow account insurance rule in April 2015, the 
Office of General Counsel researched the issue and determined that prepaid cards would not 
legally qualify for pass-through coverage. At the time, NCUA lawyers advised that prepaid 
cards should not be considered escrow accounts similar to lawyers’ trust accounts for share 
insurance purposes because the characteristics that define a lawyer’s relationship with, and the 
fiduciary duties owed to, the lawyer’s clients are typically not present in the prepaid cards. 
Additionally, there are various categories of prepaid cards with different structures and different 
characteristics, so it’s challenging to consider prepaid cards as though they all fall into a single 
category. 

NCUA’s rules already insure certain categories of prepaid cards that meet certain qualifications. 
So, for example, when a prepaid card is deposited into an insured credit union, if the funds are 
considered insured shares, and if the card can be correlated to a specific individual and a specific 
dollar amount, and if that individual is a member of the credit union, then NCUA will certainly 
provide insurance coverage. 

It is also interesting to note that FDIC has viewed the characteristics of many prepaid cards as 
brokered deposits. NCUA’s Office of General Counsel reasoned that the nature of a relationship 
between a deposit broker and the person who owns the funds is different than the relationship 
between a lawyer and a client. 

However, as part of the proposed rule, the NCUA Board asked specifically for commenters to 
suggest categories of prepaid cards that may be sufficiently similar to lawyers’ trust accounts and 
therefore should be covered. The preamble of the proposed rule includes key excerpts from 
Federal Financial Institutions Examination Council documents that provide further explanations 
of prepaid cards to help commenters focus on this issue. 

Staff are now evaluating comments before the NCUA Board makes a final determination on the 
issue of providing share insurance coverage for prepaid cards. Under certain circumstances, 
some prepaid card programs may be entitled to pass-through share insurance coverage. I am 
committed to keeping an open mind on this issue and considering adding such coverage to 
appropriate accounts in the final rule. 

d. When will NCUA ’s rule he proposed? 

NCUA published the proposed rule in the Federal Register on May 1 2, 20 1 5. The comment 
period closed on July 13, 2015. 
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• Legal Opinion from Paul Hastings, LLP (December 30, 2014) 

• Fact Sheet: National Credit Union Administration Budget Process 

• Board Action Memorandum on 20 1 5 Budget (November 20,2014) 

• Operating Fund Preliminary and Unaudited Financial Highlights (August 3 1 , 20 1 5) 

• NCUA Contracting Report 
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PAUL 

HASTINGS 


December 30, 2014 
Board of Directors 

National Credit Union Administration 
1775 Duke Street 
Alexandria, VA 22314 

pear Board, Members: 

We have acted as counsel to tha Board of frie National Credit Union Administration (hereinafter, “ NCUA 
Board"), in connection with dellveririg this opffjlon letter regarding the legal authority of the National Credit 
Union Administration (hereinafter, the " NCUA ") to implement the proposed rule (79 Fed. Reg. 1 1184 
(Feb, 27, 2014), hereinafter. " Pmoosed Rule "t which would amend Part 702 of the NCUA’s regulations 
regarding prompt corrective action (hereinafter, "PCA") to, among other things, establish a two-tier risk- 
based net worth (hereinafter. “ RBNW ")^ requirement for complex^ credit unions, a copy of whfch is 
provided as Exhibit A 

You have requested our opinion as to the legal authority of frie NCUA to establish a separate RBNW 
requirement for each of "adequately capitalized" and “well capitalized*^ credit unions that are deemed 
"complex.". 

In connection with this opinion letter, we have examined ttie Proposed Rule. In addition, we have 
reviewed the NCUA’s statutory authority to Implement the Proposed Rule as provided In Section 216 of 
the Federal Credit Union Act (herebiafter, “FCUA") as added by Section 301 of the Credit Union 
Membership Access Act (hereinafter, * CUMAA *V as well as the legislative history of tiie CUMAA, the 
NCUA’s prior implementations and Interpretations of Section 216, and other background information 
provided to us by the NCUA. 

This opinion letter is based upon our analysis of tiie foregoing, pursuant to well established precedent 
under Chevron, U.S.A., Inc, v. NRDC, Inc., 467 U.S. 837 (1984), v^lch establishes the standard of review 
for a court reviewing a challenge to a governmental agency’s construction of a statute, Including In 
connection with an Implementing regulation. Under the so-called Chevron standard, in reviewing a 
federal agency's authority to take certain actions to Implement a statute or in connection, with a challenge 
to an agency's efforts to implement a statute, a court must apply a two-prong test. First, the court must 
determine whether Congress has "directly spc^en to the predse question at Issue." Id at 842. If 
Congress’s Intent Is clear in addressing the question at issue, the court must "give effect to the 
unambiguously expressed intent of Congress." Id at 842-843. If, however, there is ambiguity regarding 
congressional Intent based on the precise meaning of the statutory language, then the court must 


* We understand that the NCUA has proposed to revise the term "risk-based net worth’ to “risk-based capital* to 
“better describe the equity and. assets the requirement would measuro* and because “rlsk-basod capitd* is the term 
"more commonly used in the financial services Industry." See 79 Fed. Reg. at 11165, 11191. However, this opinion 
letter uses the term “risk-based r>et worth* and the abbreviation "RBNW* consistent with the NCUA's current rule and 
the applicable statutes so as to avoid confusion. 

^ Section 216(cl) of the Federal Credit Union Act requires the NCUA to develop a RBNW requirement for "complex* 
credit unions, "as defined by the Board based on the portfolios of assets and liabilities of credit inions," Thus, the 
'risk-based net worth requiremenf at Issue can only apply to “complex* credit unions. The NCUA currently defines 
"complex’ credit unions as a credit union that meets both of ttie fdiowing requiremants: (1) Minimum assets size. Ks 
quarter-end total assets exceed fifty million dollars ($50,000,000); and Minimum RBNW calculation. Its risk-based 
net worth requirement as calculated under the standard cdculatkm [12 G.F.R. § 702.1061 exceeds six percent (6%). 
See 12 C.F.R.§ 702.103. 

^‘Adeqiately capitalized" and “well capitalized" are defined terms pursuant to Section 216(c) oftoeFCUA, as defined 
Infra page 2-3. 


Paid Haetkigs LLP I 696 ttown Center Drive I Seventeenth Hoor 1 Oosta Moaa, CA 92626 
t: +1.714.666.6200 I www.paulhaatlnga.coni 
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detemilne whether the agency's position is based on a permissible construction of the statute. See id. at 
843. In this regard, an agency's interpretation will generally be deemed permissible and “given controlling 
weight unless [it is] arbitrary, capricious, or manifestly contrary to the statute.' Id, at 844. 

With respect to this opinion letter, we note that the question raised herein ordinarily would be determined 
only through a litigated proceeding, and that the outcome of any proceeding before a United Slates court 
having jurisdiction over the NCUA, including, but not limited to, any federal district court or appellate 
court, cannot be predicted with certainty and depends upon the legal arguments, facts and circumstances 
as they would be presented, admitted and developed in such proceeding.^ 

1 . RELEVANT FACTS, ASSUMPTIONS AND LIMITATIONS 

a. General Assumptions 

As to matters of fact, we have examined and relied exclusively, without independent investigation, upon 
the statements, and representatlorrs of the NCUA Board, its officials and representatives. We have 
assumed that the Proposed Rule's two-tier RBNW requirement is in substantially the fomi attached hereto 
as Exhibit A that its Issuance complied with the NCUA’s rulemaking and public comment procedure 
requirements and that the NCUA will timely perfbmi and satisfy In all respects all of Its obligations with 
respect to Implementing a new federal regulation. This opinion letter is based on the assumption that the 
facts set forth herein and which we have assumed, without Investtgation. to be true and correct, are, and 
except as set forth herein, will continue to be, accurate. 

We express no opinion as to the law of any jurisdiction other than that of the federal courts. Furthermore, 
this oplhlon lettET is being furnished to you solely for your benefit in connection with the Implementation of 
the Proposed Rule and is not to be used, oiroulied, quoted, relied upon or otherwise referred to tor any 
other puqjose or by any other person without our prior express written consent, except as otherwise 
provided herein. 

b. Summary of the Proposed Two-Tier RBNW Requirement 

Currently, “well capitalized' and "adequately capitalized' credit unions that are deemed 'complex’ are 
required to meet a RBNW requirement.® Under the current PCA system Implemented by the NCUA, a 
credit union's RBNW requirement Is calculated based on each credit union’s aggregate risk-weighted 
amounts of certain types of assets. See 12 C.F.R. § 702.106. Thus, an individual credit union's RBNW 
requirement is unique to the institution and remains constant for the institution regardless of whether the 
Institution seeks to qualify as an "adequately capitalized' or "well capitalized' credit union. See 12 C F R 
Part 702. 

Under the Proposed Rule, the NCUA proposes a separate RBNW requirement for each of the 'well 
capitalized” and "adequately capitalized" categodes. As explained by tho NCUA, "Section 216(c) of the 
FCUA requires that a credit union that meets the definition of ’complex,’® and whose net worth ratio 
Initially places It In either of the 'adequately capitalized' or "well capitalized' net worth categories, also 
must satisfy a separate RBNW requirement. Under this separate RBNW requirement, the complex credit 
union must meet or exceed the minimum RBNW ratio corresponding to Its net worth category 


12 U.S.C. § 1 7B9(a)(2) grants U.S. district courts o.dglnal Jurisdiction over suits brought against the NCUA. 
See 12 U.S.C. § 1790d(c) & (d); 12 C.F.R. § 702.102. 

See supra n. 2. 



157 


PAUL 

HASTINGS 


Board of Directors 

National Credit Union Administration 
Page 3 

("adequately capitalized' or "well capitalized") In order to remain classified In that category." Proposed 
Rule, 79 Fed, Reg. at 11186. 

With respect to the “well capitalized” and "adequately capitalized* categories, Section 216(c) provides: 

(A) WELL CAPITALIZED - An insur^ credit union Is “well capitalized" If - (i) it has a net worth 
ratio of not less than 7 percent; and (ii) It meets any applicable risk-based net worth requirement 
under subsection (d). 

(B) ADEQUATELY CAPITALIZED - An Insured credit union is "adequately capitalized" if - (i) it 
has a net worth ratio of not less than 6 percent; and (ii) it meets any applicable risk-based net 
worth requirement under subsection (d). 

Section 21 6(d) sets forth the RBNW requirement for complex credit unions as follows: 

(1 ) IN GENERAL - The regulations required under subsection (b)(1) shall Include a risk-based 
net worth' requirement for insured credit unions that are complex as defined by the Board based 
on the portfolios of assets and liabilities of credit unions. 

(2) STANDARD - The Board shall design the risk-based net worth requirement to take account of 
any material risks against which the net worth ratio required for an insured credit union to be 
adequately capitalized may net provide adequate protection. 

Notably, Section 216(b) of the FCUA requires the NCUA Board to "by regulation, prescribe a system of 
prompt corrective acticn tor Insured credit unions that Is - (i) consistent with this section [216 - Prompt 
Corrective Action]; and (ii) comparable to’ section 38 of the Federal Deposit Insurance Act, In this regard, 
the legislative history provides that "comparable" means "parallel in substance (though not necessarily 
identical in detail) and equivalent in rigor," See S. Rep. No. 193, 105th Cong. 2d Bess. 13. p. 12. 

Finally, as noted by NCUA in its July 2000 implementation of 12 C’.F.R. Part 702' with respect to the 
purpose and rationale for the RBNW requirement specific to complex credit unions: 

CUMAA requires NCUA to develop a definition of a "complex" credit union based on the 
risk level of a credit union's portfolio of assets and liabilities, [12 U.S.C.J § 1790d(d)(1), 
and to formulate a [RBNW] requirement td apply to credit unions meeting that definition! 

The RBNW requirement must "take account of any material risks against which the net 
worth ratio required for an Insured credit union to be adequately capitalized [B percent] 
may not provide adequate protection." [12 U.S.C,] § 1790d(d)(2). NCUA was encouraged 
to. “for example, consider whether the 6 percent requirement provides adequate 
protection against interest-rate risk and other market risks, credit risk, and the risks posed 
by contingent liabilities, as well as other relevant risks. The design of the [RBNW] 
requirement should reflect a reasoned judgment about the actual risks Involved," S, Rep 
No. 193, 105th Cong., 2d Bess. 13 (1998) (S. Rep.). 

These specifications reflect the Department of the Treasury's recommendation to 
Congress to require NCUA to develop a supplemental RBNW requirement "for larger, 
more complex credit unions * * * to take account of risks ' * * that may exist only for a 
small subset of credit unions." U.S. Dept, of Treasury, Credit U nions (1 997) at 71 . 

66 Fed, Reg. 44950, 44951 (July 20, 2000). 
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2. APPLICABLE LAW - Chevron Standard 

Courts generally review challenges to a federal agenc/s construction of a statute that the agency 
administers under the two-pronged Chevron standard,' As the U.S, Supreme Court noted In Chevron, 
■[w]hen a court reviews an agency's construction of the statute which it administers, it is confronted with 
two questions. First, always, is the questton whether Congress has directly spoken to the precise 
question at issue." Chevron, 467 U.S. at 842. According to the Court, under this threshold question, "[l]f 
the Intent of Congress is clear, that is the end of the matter, tor the court, as well as the agency, must 
give effect to the unambiguously expressed intent of Congress." Id. at 842-842 (emphasis add^). If, 
however, "Congress has not directly addressed the precise quesHon at issue, ... the question ... Is ' 
v/hether the agency's answer Is based on a permissible construction of the statute." Id. at 843, In this 
regard, as noted In Chevron, when a statute Is ambiguous with respect to a specific issue, courts must 
defer to a federal agency’s construction of a statute, provided the federal agency's construction is- 
permisslble and not “arbitrary, capricious, or manifestly contrary to the statute." See Id at 842-843, 

Question one of Chevron acknowledges the Inherent challenge In assigning and determining 
congressional intent in connection with a statute, particularly in applying the specific laws an agency 
oversees and administers. In addressing this issue, the Court noted, "It]he power of an administrative 
agency to administer a congressionally created . . . program necessarliy requires the formation of policy 
and the making of rules to fill any gap left, ImpliciUy or explicitly, by Congress,” Id. The Court further 
noted It “long recognized that considerable weight should be accorded to an executive department's 
construction of a statutory scheme It Is entrusted to administer, and the principle of deference to 
administrative Interpretations has been consistently followed by [the] Court whenever [a] decision as to 
the meaning or reach of a statute has involved reconciling conflicting policies, and a full understanding of 
the force of the statutory policy in the given situation has depended upon more than ordinary knowledge 
respecting the matters subjected to agency regulations." Id., referencing Nattonel Broadcasting Co. v. 
United States, 319 U.S, t90; LaborBoardv. Hearst Publications, Inc., 322 U.S. Ill; Republic Aviation 
Coip. V. Labor Board, 324 U.S, 793; Securities & Exchange Comm'n v. Chenery Co/p,, 332 U.S. 194; 
Labor Board v. Seven-Up Bottling Co., 344 U.S. 344. In the Court’s view, if an agency’s detemrinatlon 
"represents a reasonable accommodation of conflicting policies that were committed to the agency's care 
by the statute, [a court) should not disturb it unless it appears from the statute or Its legislative history that 
the accommodation is not one that Congress would have sanctioned." Id. at 844, citing United Stales v 
SWmer, 367 U.S. 374, 383 (1961). 

Thus, upon reaching question two of Chevron, a court must determine whether the NCUA’s construction 
of Section 216 Is a permissible construction. See Id. at 843. Chevron provides that where Congress has 
explicitly or Implicitly delegated authority to an agency to make rules, the agency’s regulations will be 
permissible and given “controlling weight unless they are arbitrary, capricious, or manifestly contrary to 
the statute." Id. at 844. Courts generally treat the "arbitrary" and "capricious” analysis as a single test 
when reviewing agency interpretations. See. e.g., NatiAss’n of Home Builders v. Defenders of Wildlife 


^ See City of Arlington v.FCC, 133S.Ct. 1863,1871 (U.S. 2013); American Banters Ass’/t v NCUA 93 
F. Supp. 2d 35, 2000 U.S. Dist, LEXIS 5209 (D.D.C. 2000) (finding that the NCUA’s implementation of 
rules regarding the formation of multiple common-bond credit unions was a permissible InterpretaHon of 
theCUMAA under the Chevron standard). See, e.g., United States v. EurodifS. A., 555 U.S, 305 (2009) 
(applying the Chevron test to the Commerce Department’s interpretation of its authority to seek 
antidumping duties and holding that the agency’s interpretation was valid); Nadt Cable & Telecomms 
Ass'n V. Brand X Internet Servs., 545 U.S. 967, 974 (2005) (reviewing an FCC ruling under the 
Telecommunications Act of 1 996 pursuant to a Chevron analysis); United Slates v. Riverside Bayview ' 
Homes, Inc., 474 U.S. 121 (1985) (applying Chevron to the Army Corps of Engineers’ oonstaictlon of its 
authority under the Clean Water Act). 
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551 U,S, 644 (2007); Motor Vehicle Mfrs. Ass‘n of U.S.^ Inc. v. State Farm Mut. Auto. Ins. Co 463 U S 
29 (1983); Citizens to Pres. Overton Park. Inc., v. Volpe, 401 U.S. 402 (1971). A court applying the 
arbitrary and capricious test must determine "whether there has been a clear error of Judgment” by the 
agency. See Citizens to Pres. Overton Park, 401 U.S. at 416; Motor Vehicle Mtrs. Ass’n, 463 U.S. at 416. 
Under the arbitrary and t^priclous test, a court will rxinsider whether the agency based Its statutory 
interpretation on a “consideration of all of the relevant factors" and demonstrated a “rational connection 
between facts and Judgment." Motor Vehicle Mfrs. Ass'n. 463 U.S, at 31 . A court would likely deem an 
agency's interpretation "arbitrary and capricious’ if the agency “relied on factors which Congress has not 
Intended it to ccrnsider, entirely failed to consider an Important aspect of the problem, offered an 
explanation for Its decision that runs counter to the evidence before the agency, or is so Implausible that 
could not be ascribed to a difference In view or the product of agency expertise." Id. at 43' Waf'f Ass'n of 
Home Builders, 551 U.S, at 645. 

Notably, even if other potential Interpretations exist, Chevron provides that ‘[t]he court need not conclude 
that the agency construction was the only one it permissibiy could have adopted to uphold the 
consh^tlon, or even the reading the court vmuld have reached If the question initially had arisen in a 
Judicial proceeding." Chevron, 467 U.S. at 843. 

3. LEGAL DISCUSSION - NCUA's Legal Authority 

in applying the Chevron standard to a determination of whether the NCUA has the legal authority under 
SecUon 21 6 of the FCUA to implement the two-tier RBNW requirement set forth in the Proposed Rule a 
court wrculd first need to determine whether Congress has .'directly spoken to the precise question at ’ 

sfflrtnative, then the court would need to determine whether the 
^UA a Proposed Rule had given effect to the “unambiguously expressed intent of Congress." Id, at 


If, however, the court Hnds that Section 216 of the FCUA is silent or ambiguous with respect to the 
permlMibillty of a two-tier RBNW requirement, the court must then determine whether the NCUA's 
construcBon of Section 216 Is a permissible construction. Id. at 843. Chevron specifies that where 
Congress has explicitly or implioitly delegated authority to an agency to make rules, the agency's 
regulat ons w II be given “controlling weight unless they are arbitrary, capricious, or manifestly contrary to 
the statute. Id. at 844. ^ ^ 

This opinion letter sets forth our view as to what a court applying the Chevron standard would conclude 
upon review of the NCUA's legal authority to establish a two-tier RBNW requirement, as set forth in the 
Preyed Rule, pursuant to the FCUA. We note that this standard requires a court to give considerable 
deference to the NCUA where ambiguity exists within Section 218 of the FCUA. 

a. Chevron Question One - Has Congress Directly Spoken to the Precise Question at Issue? 

As discussed above. Section 216(d) mandates the NCUA Board to establish "a risk-based net worth 
requirement for insur^ credit unions that are complex* and that the NCUA Board “shall design the risk- 
based iiet worth requirement to take account of any material risks against which the net worth ratio 
r^uined for ari insured credit union to be adequately capitalized may not provide adequate protection.'' 
Under the basic principles of statutory construction, one must review the plain language of the statute' 
however, the mining of statutory language, plain or not, depends on context ... It is a longstanding 
principle of stetutory construction that ‘each part or section’ of a statute 'should be construed In 
oonneohon with every other part or section so as to produce a harmonious whole,” See 2A Norman J 
Singer, Sutherland Statutory Constmedon §§ 45:2, 46.05 (5th ed. 1992) (hereinafter, "Sr/fherfanrf) If foe 
statute s language is ambiguous, foe interpretation should be guided by the statute’s legislative history. 
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See Sutherland § 46,01. After careful review and deliberation, we find that the language of Section 
216(d) Is, at best, ambiguous with respect to the statutory authority of the NCUA to implement a two-tier 
RBNW requirement for complex credit unions, as the language can be interpreted In multiple ways, as 
discussed below,® 

(0 Section 216(d)(2)'8 Reference to “Adequately Capitalized” and ‘‘Adequate 
Protection*' 


Section 216(d)(2) highlights Congress's intent for the NCUA to consider certain types of risks when 
designing the RBNW requirement applicable to complex credit unions. Section 216(d)(2) requires the 
RBNW requirement to "take account of any material risks against which the net worth ratio required for an 
insured credit union to be adequately capitalized may not provide adequate pioteolion." We view Section 
21 6{d)(2)'s reference to the “adequately capitalized" PCA category as a baseline reference that is 
intended to guide the NCUA in determining what types of material risks it must consider. That Is, the 
NCUA must consider the specifio types of material risks that would cause a complex credit union that is at 
least adequately capitalized to have inadequate protection. In other words, the NCUA must Identify the 
“matedal risks" that would cause a credit union to fall from an adequately capitalized position into an 
undercapitalized position. 

The plain language of Section 21 a(d)(2) does not expressly restrict the NCUA from imposing a higher 
RBNW requirernent for "well capitalized" versus “adequately capitalized" credit unions for the supervisory 
purpose of building In additional risk management controls before a credit union becomes 
undercapitalized. Moreover, nor does the statutory language unambiguously mandate a single, uniform 
RBNW requirement applicable to "well capitalized" and "adequately capitalized’ credit unions. In our 
view, the only clear restriction Imposed on the NCUA as a result of the language in Section 216(d)(2) Is 
that the RBNW requirement that is to be "designed"® by the NCUA must take account of certain kinds of 
"material risks" contemplated by Congress. In this regard, and in our opinion, the language of Section 
216(d)(2) does not prevent NCUA from imposing higher requirements on "well capitalized" credit unions to 
provide greater protection against these risks. 

Thus, a reasonable Interpretation of Section 216(d)(2) is that the NCUA Is being asked to Identify matedal 
risks that could cause a credit union to become undercapitalized, and to design a RBNW requirement that 
protects against those material risks. Such a requirement could reasonably Impose different degrees of 
protection for "well capitalized" and "adequately capitalized" credit unions so that well capitalized credit 
unions are further insulated, and appropriately, more protected than adequately capitalized credit unions 
against the material risks that could cause each of such credit unions to become undercapitalized. 

(II) Section 216(d)’s Use of “Requirement” In the Singular Form 

Section 216(d)’s reference to a RBNW "requirement" in its singular fomn is, at most, ambiguous and 
cannot be viewed as a precise statement of specific congressional Intent for several reasons. 


Further, given that the NCUA has exerdsetj its general rulemaking authority to implement a two-tier risk-based 
capital structure in another context, I.e., for corporata credit unions, it appears there is a basis for the NCUA to 
proceed In this manner for complex credit unions. See generally 76 Fed. Reg. 64766 (October 20, 201 0). In this 
regard, we view the more explicit language of Section 216(d) setting forth the standard for a RBNW requirement for 
rtompiex credit unions as a logicai extension of the general authority the NCUA has aireatfy prevfously exercised. 

We note that Sedlon 21 6(d)(2) requires the NCUA to "design" Ihe RBNW recpjirement. This language suggests 
that Congress intended to provide the NCUA signllicant discretion and flexibility, In contrast to other words that 
Congress could have used, such as “implement." 
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First, Section 2ie{d)'s reference to “requirement* in Its singular form logically makes sense when read In 
conjunction with the language in Sect'ion 216(c), which sets forth the five PCA categories, including well 
capitalized and adequately capitalized. As spedfied, for each of these tatter two categories; 

(A) WELL CAPITALIZED - An Insured credit unfon Is "well capitalized* if - (i) it has a net worth ratio 
of not less than 7 percent; and (II) if meets any aepllcable risk-based net worth requirement under 
subsection (d). 

(B) ADEQUATELY CAPIT ALIZED - An insured credit union is "adequately capitalized* if - (i) it has 
a net worth ratio of not less than 6 percent; and (li) It meets any aPDlicable risk-baSed net worth 
requirement under subsection (d). (emphasis added), 

Specifloaily, it is appropriate that there would be only one RBNW requirement that Is applicable at any 
one time to each PCA category. Section 216(c), the section defining the "well capitalized" and 
"adequately capitalized” categories, does not unequiyocally provide that the same RBNW requirement 
must apply uniformly to both well capitalized and adequately capitalized credit unions. That is, the 
definitions for both 'well capitalized" and ‘adequately capitalized" require the credit union to meet "any 
applicable risk-based net worth requirement under subsection (d).” The legislative history of the CUMAA 
with respect to Section 216 supports this view and provides that "in order to be well capitalized or 
adequately capitalized, a complex credit union must meet any applicable risk-based net worth 
requirement prescribed In this section." S. Rep. No. 193, 105th Cong. 2d Bess. 13, p. 13 (emphasis 
added). 

A reasonable Interpretation of the “any applicabie risk-based net worth requirement" language Includes 
the Interpretation that Congress intended to allow the NCUA to determine what RBNW requirement would 
be ■applicable’ In each case for well capitalized and adequately capitalized credit unions. We do not view 
the language as evidencing congressional intent to preclude the NCUA from implementing different 
RBNW requirements for different capital categories. Section 216(c)'s reference to “any applicable" 
requirement supports the view that Congress did not Intend to limit the NCUA's authority to implement 
more than one RBNW requirement for different capital categories. The fact that the legislative history 
makes referervte to both the well capitalized and adequately capitalized categories at the same time and 
Indicates that credit unions In these categories must comply with "any applicable IRBNW] requirement” 
provides support for why the reference to "requirement" in its singular form Is ambiguous In terms of 
whether more than one requirement was intended. Had Congress Intended for only one RBNW 
requirement to apply in all cases for all complex credit unions in different capital categories, rather than 
referring to "any ap^icable" requirement in Section 216(c), Congress could have speoifioally Indicated Its 
intent for "the" dr “the same” rather than “any applicable" risk-based net worth requirement for both the 
adequately capitalized and well capitalized categories. Accordingly, as written, Section 216(d) does not 
clearly and unambiguously prohibit the NCUA from establishing a two-tier rather than single-tier RBNW 
requirement 

Secondly, Congress's use of the term ‘requirement* In its singular form in Section 216(d) should not be 
viewed os determinative In terms of whether Congress clearly intended for the NCUA to have the 
authority only to implement a single RBNW requirement. The reference to "requirement" does not direchy 
address the question of whether there may be multiple sub-requirements or different sub-requirements for 
well capitalized and adequately capitalized credit unions. Notably, the PCA statute for banks also uses 
the term risk-based capital ("RBC“)'° "requirement' in the singular form; however, banks are subject to 


™ As noted In footnote 1, the NCUA views the term "risk-based capital" as congruous with “risk-tiased net worth," and 
has proposed to adopt the term "risk-based capital’ in place of "risk-based net worth." See 79 Fed. Reg. at 1 1 185 
11191. 
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multiple sub-requirements under the RBC requirement, i.e., a common equity Tier 1 RBC requirement, a 
Tier 1 RBC requirement, and a total RBC requirement, that are different for well capitalized banks versus 
adequately capitalized banks. See. e.g., 78 Fed. Reg, 82018 (Oct 11, 2013); 12 U.S.C. 1831o(c)(1)(A), 

In reviewing Congress's and the federal banking agencies' use of the term "requlremenr In Its singular 
fonri under the current PCA system for banks, Section 216(d)'s similar use of the term ‘requirement"- in Its 
singular form should also not preclude such a requirement from having multiple subparts that are 
applicable to different PCA categories. Thus, in our opinion, the use of the term "requirement" in its 
singular form should not be dispositive as to congressional intent 

We also note that even when the NCUA sought congressional- authority in April 2007 to change the 
statutory language In the FCUA to expressly mandate the NCUA to Implement a two-Uered RBNW 
requirement, the NCUA did not seek to change the word "requirement" to "requirements." See NCUA 
White Paper for "Prompt Corrective Action Reform Proposal," p. 1 0 (April 2007). This further supports our 
Interpretation that the use of “requirement" in the singular fomi Is reasonable and does not expressly and 
unambiguously demonstrate Congress's intent that only a single-tier RBNW requirement may be 
established for adequately capitalized and well capitalized credit unions. As such, the reference to 
"requirement" Is at moat ambiguous. 

(Ill) Section 216(cl(1)(C)'s Reference to “Any ApoHcable Risk-Based Wet Worth 
Requirement under Subsectionfdr for Undercapitalized Credit Unions 

Unlike the definitions of "well capitalized" and “adequately capitalized" set forth In Section 216(o)(1)(A) 
and (Bj, respectively, which require a credit union to meet both a net worth ratio requirement and a 
RBNW requirement, the definition for the "undercapitalized" PCA category imposes a dlsjunctiva test - 
I.e., a credit union Is deemed to be "undercapitalized" If ”(i) It has a net worth ratio of less than 6 percent; 
or (II) It falls to meet any applicable risk-based net worth requirement under subsection (d)." See Section 
216{o){1){C) (emphasis added). t ; eouo , 

Some may interpret this disdnction as supporting the view that Congress intended for NCUA to establish 
only a single RBNW requirement that is the "applicable" requirement for all complex credit unions. 

Including for purposes of determining whether a aedit union Is undercapitalized. In our opinion, however, 
there is a more reasonable interpretation and application of the disjunctive test used in Section 
216(o)(1){C) for undercapitalized credit unions (as opposed to the conjunctive test used for well 
capitalized and adequately capitalized credit unions) with respect to the "any applicable [RBNW] 
requirernent" language. This interpretation Is that Congress specifically granted the NCUA the authority 
and flexibility to determine what RBNW requirement would be "applicable" In each case for- (i) well 
capitalized credit unions, pursuant to Section 216(c)(1)(A); (li) adequately capitalized credit unions, 
pursuant to Section 218(c)(1)(B); and (iii) undercapitalized credit unions, pursuant to Section 216{cX1){C). 
This regulatory flexibility provided by the statutory language on its face does not restrict the NCUA from 
designating the RBNW requirement “applicable* to adequately capitalized complex credit unions as also 
being the requirement "applicable" to undercapitalized complex credit unions. Rather, it allows the 
agency to des^nate a separate higher RBNW requirement specifically "applicable" only to well capitalized 
complex credit unions, in each case due to the "any applicable . . . requirement" language in each 
provision. As such, the broad reference to ‘any applicable , . , requirement* In each of Section 
216(c)(1)(A), (B), and (C) supports the view that the NCUA possesses the requisite legal, authority and 
regulatory discretion to impose more than one RBNW requirement for credit unions falling within different 
PCA categories. 
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(") .^ct jon 216{bj’s Mandate for a PCA System "Consistent" with the Statutu hiif 
^So niBarable" to Section 36 of the Federal Deposit Insurance Act 


An equally compelling consideration Is that Section 216(b) mandates that the NCUA develop a PCA 
system for credit unions that Is "consistent" with Section 216 and “comparable’ to the PCA system tor 
banks. The legislative history of the CUMAA explains that "consistency" refers to the "specific restrictions 
and requrremente of new section 216’ and “'comparable' here means parallel in substance (though not 
Wenfloai m detail) and ea ul , v . alent In rigor ." S. Rep. No. 105-193, p. 12 (1998) (emphasis 
added). As dtossed herein, it Is our view that the express language of Section 21 6 taken as a whole 
provides the NCUA with the necessary Interpretive flexibility to implement a two-tier RBNW system that 
does not violate any specific restrictions and/or requirements of Section 216, as we have not Identified 
any express statutory restriction or requirement imposed on the NCUA to Implement a single-tier RBNW 
system. Thus, we believe the NCUA’s interpretation and implementation of a two-tier RBNW system Is 
consistent with the requirements of Section 216. ' 

"’andate for the NCUA to develop a PCA system that Is ‘equivalent in rlqor" 
with the PCA system for banks further supports an interpretation of Section 216(d) that allows the NCUA 
the flexibility to impose a two-tier RBNW system. It is not only logical but, arguably, Imperative that the 
credfi union PCA system reflect different gradations in protection for well capitalized and adequately 
capitellzed wedlt unions, especially given Congress's dear intent for the credit union PCA system to be 
equivalent in rigor^ with the PCA system for banks, Seo S. Rep. No. 105-193, p. 12 (1998). Bolstering 
this view IS that credit unions, unlike banks, do not have the ability to resort to capital raising activities in 
the market to increase and/or maintain capital. Instead, credit unions are largely restricted to preserving 
and protecting their capital through their own retained earnings. From a safety and soundness 

1 1 A and reasortable expectation from both a supervisory and regulatory perspective Is 
for the NCUA to have In place a PCA system that takes account of differences between banks and credit 
r weaknesses that credit unions have relatNe to banks - In a manner that allows the 

NCUA to act to maintain comparable levels of capital protection for well capitalized oredlfunlons 
compared to well capitalized banks. 


‘ Particular vulnerabilities of credit unions relative to capital. Imposing a two-tiered 
tho P® the type of equNalence In rigor required to address the "lessons learned’ by 

^ millions of dollars in losses ... of [failed) credit unions holding^ 

fromIvrUA oflportfoiiol risk’ that previously ignored warnings 

H ^ ® rtoirt higher levels of capital to offset the risks in Iheir portfolios.’ 79 Fed Reg 

1 1186. It IS also reasonable that more stringent credit union capital rules should-follow on the heels of 
rnore stringent bank capital and PCA rules finalized in July 2013, which are due to become effective In 

K o' ''““‘■rt'rtS'V' interpretation of Section 216(d) that Is consistent with the policy objectives 
bu ’Muivllpntto fh ^ the credit union PCA system to be consistent with foe statute 

but equivalent in rigor^ to that of banks supports a two-tiered RBNW requirement comparable to that 
imposed on banks, 

(v) Conclusion for Question One under ChGvroh 

While other [tofential interpretations and viewpoints of Section 216(d) are supportable, foe existence of 
alternative interpretations does not preclude a court finding in favor of foe NCUA's twotier RBNW 
requirement under the Proposed Rule pursuant to the Chevron standaid, Under Chevron, when statutorv 
language is ambiguous, courts must defer to an agency's Interpretation of the statute, provided the 
interpretation is permissible, i.e„ not arbitrary, capricious, or manifestly contrary to foe statute As 
d scussed above the reference to ’adequately capitalized' and use of the term "requirement’ in the 
singular form in Section 216(d) does not demonstrate a “dear and unambiguous" congressional intent 
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that a single-tier RBNW requirement must be applied uniformly to well capitalized and adequately 
capitalized credit unions. Moreover, the simple fact that the language In Section 216(d) may yield 
multiple interpretations clearly demonstrates the ambiguity of the statutory language. As such, it is our 
view that, in a case properly presented and argued, a court would likely conclude that Section 216 of the 
FCUA is ambiguous with, respect to the permissibility of the NCUA's Implementation of a two-tier RBNW 
requirement, as described in the Proposed Rule. The court would then be requited to turn to the second 
question under Chevron, which Is whether the NCUA's interpretation of Section 21 6 of the FCUA, as set 
forth In the Proposed Rule, is a permissible construction of the statutory language. 

b. Chevron Question Two - Given the Determination In Question One that Section 216(cl) Is at 

Most Ambiguous, Is the NCUA 's Interpretation Based on a “Permissible Construction" of 

the Statute? 

In applying Chevron, a court must determine whether the NCUA’s construction of Section 216 of the 
FCUA Is a permissible construction. See Chevron, 467 U.S. at 843. Chevron provides that where 
Congress has explicitly or Implicitly delegated authority to an administrative agency to make rules, the 
agency's regulations will be permissible and given ‘controlling weight unless they are arbitrary, 
capricious, or manifestly contrary to the statute.' Id. at 844. Through the FCUA, Congress has explicitly 
delegated authority to the NCUA under Section 216(b) of the FCUA to promulgate rules to ‘prescribe a 
system of prompt corrective action for Insured credit unions” that is (I) consistent with Section 21 6 of the 
FCUA and (li) “comparable' to the PCA provisions of the Federal Deposit Insurance Act for banks, 12 
U.S.C, § 1790d(b)(1)(A). Thus, the NCUA's interpretation of Section 216(d) authorizing the NCUA to 
establish a two-tier RBNW requirement, as set forth in the Proposed Rule, would generally be viewed by 
a court as pennissible and be given controlling weight unless it is ‘arbitrary, capricious, or manifestly 
contrary to the statute.' Id. at 844. Courts generally treat the "arbitrary" and "capridous” analysis as a 
single test when reviewing agency Interpretations. See, e.g., NatlAss’n of Home Builders v. Defenders 
of Wildlife, 551 U.S. 644 (2007); Motor Vehicle Mfrs. Ass'n of U.S., Inc. v. State Fann Mat. Auto. Ins. Co., 
463 U.S. 29 (1983); Citizens to Pres. Overton Park, Inc., v. Voipe, 401 U.S. 402 (1971), As discussed 
below, It Is our view that the NCUA's Implementation of a two-tier RBNW requirement should withstand 
both a court challenge that asserts the NCUA's interpretation Is "arbitrary and capricious," as well as a 
challenge asserting that the NCUA's position is ‘manifestly contrary to the statute,” 

(I) Arbitrary and Capricious Standard 

Although the NCUA's Interpretation set forth in the Proposed Rule consPtutes a reasonable construction 
of Section 216(d) as discussed above, we note that questions could arise with respect to the potential 
arbitrariness and capriciousness of the NCUA’s current interpretation under the Proposed Rule, in light of 
potentially Inconsistent positions previously taken by the NCUA. 

In regard to whether the NCUA's interpretation may withstand Chevron scrutiny and, in particular, 
whether the Interpretation is arbitrary and capricious, the NCUA could encounter challenges with 'respect 
to Its prior interpretation and actions In implementing Section 216, For example, the NCUA's prior 
regulations implemented the RBNW requirement in Sectton 216(d) by establishing a system with a single- 
tier structure, or alternatively, as a system that Imposes multiple RBNW requirements where each 
complex credit union Is subject to its own unique RBNW requirement. See 12 C.F.R. Part 702. The 
NCUA has held this position In the agency’s regulations since 2000. See 65 Fed. Reg, 44950 (July 20, 
2000). In its original proposed rule in 2000, the NCUA stated the "NCUA Board has determined that a 6 
percent net worth ratio Is sufficient to protect against an average level of risk, but that a measure of 
additional net worth is needed to compensate for risks which are above average. For this reason, the 
final rule limits the scope of Its RBNW requirement to credit unions that have an above average level of 
risk exposure.” Id. at 44955, Additionally, the U.S. Treasury Department assessed the NCUA’s 
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Implementation of Section 216 In 2001 and found that '[i]n general, the NCUA Implemented the RBNW 
requirements as Congress Intended. “ See Treasury Report Required Under Sections 401 and 403 of the 
CUMAA Comparing Credit Unions With Other Depository Institutions, p. 14 (Jan. 2001). Thus, the 
NCUA's current two-Uer Interpretation In the Proposed Rule, viewed In light of its prior Interpretation and 
Implementation of a single-ter RBNW requirement, could be viewed as an arbitrary change in position 
and, as such, may be susceptible to challenge under Chevron’s arbitrary and caprictous standard. 

In our view, however, the NCUA's position Is defensible, and there are reasonable arguments that such a 
challenge can be. overcome under Chevron If the NCUA bolsters its rationale for and empirtoal data 
supporting the change in position to implement an enhanced- system of PCA for credit unions. This view 
is supportable under case law, which provides that a reversal of position by an agency or interpretation 
"Inconsistent with Its past practice" Is not arbitrary or capricious “if the agency adequately explains the 
reasons for a reversal of policy," See Nat’l Cable & Telecomms. Ass'n v. Brand X Internet Serve., 545 
U.S. 967, 981 (2005), In Nafl Cable & Telecomms. Ass’n, the Supreme Court held that under Chevron 
review a change In agency Interpretation "Is not Invalidating, since the whole point of Chevron Is to leave 
the discretion provided by the ambiguities of a statute with the Implementing agency." 545 U.S, at 981. 
The Court specified that “[a)n inidai agencyinterpretatlon is not Instantly carved In stone. On the contrary, 
the agency . . . must consider varying interpretations and the wisdom of its policy on a continuing basis , , 

. for example, in response to changed factual circumstances, or a change in administrations." See Id. In 
Natl Cable 4 Telecomms Ass'n, the Supreme Court fo.und the National Cable and Telecommunication 
Association's reason for changing its position on the applicability of common-carrier treatment to lacillties- 
based carriers as a result of changed market conditions to be adequate justification. See Id. at 1001. 
Thus, even If the NCUA's establishment of a two-Jier RBNW requirement Is deemed to be a change in 
positton, the NCUA's new Interpretation would generally not be expected to be deemed arbitrary or 
capricious, provided the NCUA adequately Justifies its new position. Given the change in market 
conditions over the past 14 years, the recent financial crisis, and changes in the PCA system for banks. It 
Is our view that the NCUA can reasonably justify a transition to a more conservative two-tler RBNW 
requirement that Is intended to better protect against potential risks to aedlt unions. 

fli) Manifestly Contrary to the Statute Slandarxl 

As discussed above In Section 3,a.lv., the NCUA's implementation of a two-tier RBNW requirement 
appears consistent with the specific restrictions and requirements of Section 216, as we believe that the 
express language of Section 216, taken as a whole, provides the NCUA with the necessary interpretivo 
flexibility to Implement a two-tier RBNW system that does not violate any specific resthctions or 
requirements of Section 216. Thus, the NCUA’s Interpretation and proposed implementation of a two-tler 
RBNW requirement, as set forth in the Proposed Rule, should not be viewed as being manifestly contrary 
to Section 216, specifically given that Sectton 216 does not expressly prohibit the establishment of a two- 
tler RBNW requirement and the NCUA's position is consistent with the policy objecUves of Congress set 
forth in Section 216(b). 

(Hi) Conclusion for Question Two under Chevron 

As Congress expressly delegated authority to the NCUA to design a RBNW requirement, the NCUA's 
proposed two-tler RBNW requirement under the Proposed Rule consHtutes a permissible construction of 
the statute and, as such, should be upheld by a court under the Chevron doctrine. By providing sufficient 
explanation of Its reasons for imposing a higher and more conservative RBNW rajuirement for complex 
credit unions to be deemed well capitalized, it is our view that the NCUA's Implementation of a two-tiered 
RBNW requirement would withstand a court challenge alleging the agency's approach is arbitrary, 
capricious, or nianifestly contrary to the statutory language q'f Section 216 of the FCUA 
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4. CONCLUSION 

Ba^d on ttie foregoing facts and a reasoned analysis of Chevron and Section 216 of the FCUA we are 
0 the opinta that, under current principles of applicable law and existing case law. a court of appropriate 
jurisdiction, in a litigated matter or proceeding, could conclude that the NCUA’s statutory authority 
pursuant to Section 216 of the FCUA permits the NCUA to establish the proposed two-tier RBNW 
requirement set forth in the Proposed Rule. 

In providing this reasoned legal opinion, we express no opinion as to the availability or effect of a 
preliminary injunction, temporary restraining order or other such temporary relief affording delay pending 
a detemlnabon of the issue on. the merits. Furthermore, we express no opinion as to any legal or 
equitable principles with respect to the NCUA’s rulemaking procedural requirements that would have the 
effect of negating Implementation of the Proposed Rule. 

The forgoing Of^nion IS expressly subject to there being no material change in the law and there being 
no additonal facte that would materially affect the validity of the assumptions and conclusions set forth 
herein or upon which this opinion letter is based. The opinion expressed In this opinion letter mav be 
relied upon soltey by V™, the Board of NCUA, and no one else. In addition, reliance upon this opinion 
letter in connechon with the matters set forth herein Is subject to the understanding that this opinion letter 
IS given on the date hereof and our opinion is rendered only with respect to facts described herein and 
avre, rules and regulations currently in effect. Without our prior express written consent, this opinion 
letter rnay not be furnished to, or used or relied upon by any other person or entity, or in any other ■ 
context, and may not be quoted, In whole or in part, or otherwise referred to, nor filed with or furnished to 
KiJ^i aaency or other person. This opinion letter is provided solely for the benefit of the 

NCUA and ite Board of Directors In connection with the agency's deliberations on the Proposed Rule 
This opinion letter may not be relied upon by the NCUA or Its Board for any other purpose, relied upon by 
any other person or quoted without our prior express written consent. ^ ’ 

^ ‘’3sed upon Its own analysis and interpretation of the facte 

t pnnciples. Therefore, our opinion Is based on the assumption that in any 

mpmI f question Is considered, the question will be competently briefed and argued by the ^ 

lenai^or.^fn.'r.S'n S and also presumes that any decision rendered will be based on existing 

legal prec^ents on the date hereof, including those discussed above. The foregoing opinion is expresslv 
change in the FCUA or the precedential status of Chevron. Nothteg In^ 
this opinion letter shall be construed as the rendering of advice with respect to the rulemaking process 
procMdlngT^ counsel, or other factors or circumstances that might affect the outcome of thoU 

I^'tea'iiu hnH outcome or results, or as to what any particular court would 

aoteally hold or what actions a particular court may take, but a reasoned opinion as to the decision we 
1 "I P^°P®'^V presented to it and the court followed existing 

Sl^y consblfion equitable principles applicable in challenges to agency 

specified legal issues expressly addressed herein, and you should 
not Infer any opinion that is not explicitly addressed herein from any matter stated in this opinion letter. 

^ n Hi®-®® ere to be governed by the federal law of the United States and shall be 

construed in accordance with the customary practice of lawyers who regularly give, and lawyers who 
regularly advise opinion recipients regarding, opinions of the kinds contained herein 
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This opinion letter speaKs only as of the date hereof and Is not to be deemed.to have been reissued by 
any subsequent delivery of a copy hereof. We expressly disclaim any responsibility to advise you or any 
other person of any developrnent or circumstance of any kind, Including any change in law or fact that 
may occur after the date of this opinion letter that might affect the opinions expressed in this opinion 

IfiTTpr . “ 


Very truly yours, 

PAUL HASTINGS LLP 
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NATiONAL CREDIT UNION 
ADMINISTRATION 

1 2 CFR Parts 700, 701, 702, 703, 713, 
723, and 747 

KN 3133-AD77 

Prompt Corrective Action— RIsk-Based 
Capital 

AGENCY: National Credit Union 
Administration INCUA), 

ACTION: Proposed rule. 

8 UUMARY: TTie NCUA Board (Board) is 
proposing to ajoiond NCUA's regulations 
r^arding prompt corrwAive action 
(PCA) to reslructuro the port, and make 
various rovisions, including replacing 
the agency's current riak-baWl net 
worth requirements with new risk-based 
capital requirements for federally 
insured "natural person” credit unions. 
TTib proposed risk-based capital 
roquiroments would be more consistent 
with NCUA’s risk-based capital measure 
for corjmrate credit unions and the 
regulatory risk-based capital measures 
used by tho Fodoral Deposit Insurance 
Corporation, Board of Governors of the 
Federal Reserve, end Office of tho 
Comptroller of Currency (Other Federal 
Benklng Regulatory Agencios). In 
addition, die proposed revisions would 
revise the risk-weights for many of 
NCUA's ciuxent asset clessifioations; 
require higher minimum levels of 
capital for federally iasured natural 
parsoa credit unions with 
ccincontratlons of assets in real estate 
loans, member busluoss loans (MBLs) or 
higher levels of delinquent loans; and 
sot forth the process for NCUA to 
require an Individual federally insured 
natural person credit union to hold 
higher levels of risk-based capital to 
address unique supervisory concerns 
raised by NCUA. The proposed 
revisions would elso eliminate several 
of NCUA's provisions, including 
provisions relating to regular rasorve 
accounts, risk-mifigation credits, and 
Bltornative risk-weights. 
dates: Comments must bo received on 
or before May 28, 2014. 

ADDRESS^: You may submit commonts, 
identified by RIN 3133— AD77, by any of 
the following methods (Pleaso send 
comments by one method ouly): 

• Fedora) eflidemaking PoriaJ: httpif/ 
www.regiiIations.gov. FoUow the 
instructions for submitting comments, 

• NCUA Web site: http^/www.iwva, 
gov/Legal/Regs/Pages/PwpRegs.aspx. 
Follow the instruefioas ffo submitting 
comments. 

• Fmai7.' Address to regcommonts® 
ncuo.gov. Include "[Your namo}— - 


Comments on Proposed Rule: PCA — 
Riak-Bosad Capital” in the email subject 
line. 

• Fax: (703) 518-6319. Use the 
subject line described above for email. 

■ Mail: Address to Goroid Poliquin, 
Secrotory of the Boord, National Chodit 
Union Administration, 1776 Duko 
Street, Alexandria, Vii^tnia 22314- 
342B. 

» Hand DaEfveiy/Couner; Same as 
mol! address. 

You con view all public comments on 
NCUA’s Web site at http;// 
www.ncua.gov/Logai/Reg8/Pages/ 
PropRegs.aspx as submitted, except for 
ihoso we cannot post for technical 
reasons. NCUA not edit or ramove 
any IdentUying or contnet information 
from the public commenls submiltod. 
You may Inspect paper copies of 
comments in NCUA 'a law.libiary at 
1775 Duko Streol, Alexandria, Vii'ginia 
22314, by appointment we^days 
between 9:00 e.m. and 3:00 p.m. To 
make on appointment, cal] (703) 518- 
0646 or send an email to OGCMail© 
ncua.gov. 

FOR FURTHER INFORMATION CONTACT: 
Technico).' Steven Farrar, Loaa/Riek 
Analyst, Office of Examinatlan and 
luauranco, at 1775 Duke Street. 
Alexandria, VA 22314 or telephono: 
(703) 518-6393, or Z.ega/; John H. 

Brolin, Staff Attorn^, Office of General 
Counsel, at 1775 Duke Street, 
Alexandria, VA 22314 or telephono; 
(703)518-6436. 

SUPPLEMENTARY INPORMATiON; 

I. Summary of the Proposod K\i)e 
n. SectioD-by-Sectiun Analysis 
IlL EfTectiva Dale 
IV. Ragulatory Proceduies 

L Suounary of tho Proposed Rule 

Tha Board is proposing to revise and 
roplace NCUA’s cuiront PCA rules for 
federally insured natural person credit 
unions.* The proposed rovisions would 
include a now method for computing 
NCUA’s risk-based capital moasuro that 
is more consistenl with the risk-bused 
capital mea.sure for corporate credit 
unions 3 and the risk-based capital 
measures used by .tho Other Federal 
Banking Reguletory Agencies.* In 
general, the rovieioas would adjust the 
risk-weights for many asset 
classifications to lower tlio minimum 
risk-based capital requirement for credit 
unions with low risk opmotions. 
Conversely, the revisions would require 
higher minimuiu levels of risk-based 
capital for credit unions with 


MZ CFR Part 7B2. 

* Sob n era Tart 7M. 

» S«? 70 FB S533B tSopt. 10, 2013). 


concentratlonfi of assets in real estate 
loans, MDI.S, or high levels of 
delinquBnl loans. In addition, due to the 
known limitations of any widely 
applied rlsk-bosod measurement system, 
the proposed rule Includes procedm^s 
for NCUA to require an individual 
credit union to hold a higher level of 
risk-baaed capital where specific 
supervisory concCTns arise regarding the 
credit union’s condition. Findly, the 
revisions would eliminate the 
provisions of current § 7Q2.401(b) 
relating to transfers to the regular 
reserve account, current § 702.106 
regarding the standard calculation of 
ri A-based net worth requirement, 
emtont § 702.107 regarding olternatlva 
comjJonmitB for standard calculation, 
and current § 702.108 regarding risk- 
mitigation credit. 

A. Background 

NCUA’s primary mission is to ensure 
the safety and soundness of federally 
insured credit unions, NGUA performs 
this public function by oxmninLng and 
supervising all federal credit unions, 
partioipating in the examination and 
supervision of federally insured state 
chartOTcd credit unions in coordination 
with state regulators, ond insuring 
fedorally insured credit union members' 
accounts,'* In its role as administrator of 
the National Credit Union Share 
Insurance fund (NCUSIF), NCUA 
insures and regulates approximately 
6,753 federally insured credit unions, 
holding total assets exceeding $1 trillion 
and TopreseDting approximately 94.6 
million members. 

Id 1998, Congress enacted the Credit 
Union Membership Access Act 
(CUMAA).5 Section 301 of CUMAA 
added now section 216 to tha Federal 
Credit Union Act (FCUA),® which 
requires theBourd to adopt by 
regulation a system of PCA to restore tho 
net worth of federally insured "natural 
parson’’ credit unions (credit unions) 
that becenno inadequately capitalized. In 
developing the system, the Roai’d is 
roqulr^ to take into account that credit 
union.s do not issue capital stock, must 
rely on retainad aamlnga to buUd net 
worth, and have boards of directors that 
consist primarily of volunteois. In 20W), 
the Board implemented the it>quh'ed 
system of PCA primarily under part 702 
of NCUA’s rogulations,^ 


*Will)in tliB niiiD sbitos Out allow privately 
lnsurad credit nniiHis, apprcBdinataly ISS sioio- 
ebartorad credit usions nin privately insorod raid 
aw not 6ub)oct to NCRJA r^riatlon or oversight. 

KPubUoLaw 105-210, 112 Stat, S13 {1998). 

ai2US.C. 170Od. 

'13 era Port 702; see also 05 FR 0584 {Fob. 18 . 
2000) flpri BE PR 44U60 (July 20, 20 DD). 
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The purpose of section 216 of Ihe 
FCUA is to “resolve the problems of 
ifederdly] insured credit unions at the 
least possible long-term loss to tho 
{NCUSIF]."“To carry out that purpose, 
Congress act forth a basic structure) for 
PCA in section 216 diat consists of three 
principal components: (1) A framework 
combining mandatory actions 
prescribed by statute with discretionary 
actions developed by NCUA; ( 2 ) an 
altemalive system of PGA to be 
developed by NCUA for credit unions 
defined as "new”; and (3) a risk-based 
net worth requirement to apply to credit 
unions that NCUA defines as 
“complex." This proposed nile is 
primarily focused on principal 
components (l) and (3), although 
amendmontB to part 702 of NCUA’s 
regulations relating to pincipol 
component (2) are also being proposed. 

Switlon 210(c) of the FCUA requires 
NCUA to, among other things, use a 
credit union's rwt worth ratio to 
determine its classification among five 


“net worth categories" set forth In the 
statute.® In ganeral, “net worth" is 
defined as me letahoed carninga balance 
of the credit union, and a credit 
union’s “net worth ratio" is the ratio, of 
its net worth to its total assots.*'* As a 
credit union's net worth ratio declines, 
so does its clasdfication among the five 
not Worth categories, thus subjecting it 
to an expanding range of mandatory and 
discretionary euporviscuy actions.*,* 

In edition to tho net worth ratio 
component describod above, section 
216(d) of the FCUA reouiies NCUA to 
define the term "complex" cre^l union 
“based on the portfolios of assets and 
liabilities of c;rodlt unions.” It also 
requires NCUA to formulate a risk-based 
net worth (RBNW) lequirament to apply 
to credit uniohs meeting that 
definition,** 'Hw RBNW requirement 
must '^ake account of any material risks 
against which the net wrath ratio 
required for [a federally) insured credit 
union to be adequately capitalized ((6 
percent net worth ratio)] may not 


provids adequate protoction." 

Congress encouraged NCUA to, "for 
example, consider whether the 6 
percent requirement provides adequate 
protection against Interest-ratfl risk and 
other market risks, credit risk, and the 
risks posed by contingent liabilities, as 
well as other relevant risks. The design 
of the (RBNW] requirement should 
reflect a reasoned judgment about the 
actual risks involved." 

Under current §702.103 of NCUA’s 
regulations, a credit union is defined as 
"complex" if "Jilts quarter-end total 
assets exceed fifty ntillion dollars 
($50,000,000); and. . .liJtslRBNW] 
requirement, as calculated under 
§ 702.106, exceeds six percent (6%).’’ *’ 
Current § 702,104 of NCUA’s regulations 
defines eight risk portfolios of complex 
credit union assets, liabilities, or 
contingent liabilities (Table 1); and 
current § 702.106 sets forth the sjwciflc 
risk-weightings that are applied to the 
assets (Table 2), 


Table 1— Current §702.104 Risk Portfouos Defined 


Risk pratfolb 

Assets, liabilities, or conttogorri llabliniBs 

(a) Long-term red estate 

loans. 1 

(b) MBLs outstanding 

Total real esiate loans and real ostato lines of credit (oxcMIng MBLs) wfth a maturtly (and next rata ac|uslm^i 
period it variable rale) greater than 5 years. 

MBLs outstanding, 

As defined by fedoral regulation oi applicable state law. 

Cash on harxl and NCUSIF depoafl. 

100 % of total assata minus sum of risk portfolios abovo. 

Outstanding balance of toana sold or swaf^ed vWh recourse, except for loans sold to Ihe secondary mortg^ 
market with a recourse period of 1 year or less. 

Unused commitmenta for MBLs. 

Altowance for Loan and Lease Losses limlled to equivalent of 1.50% of loial loans, 


(e) Average-risk aaaets 

(I) Loans sold with rouourso 

(g) Unusod mbl commit- 
ments. 



Table 2—^702.106 Standard Calcuution of RBNW Requirement 


Risk portfolio 

Amount of risk portloiio (as percent of quartar-ond total assets) to bo multiplied by 
fisk-wolghtirg 

Rlsk- 

welghtlng 


0 to 25.00% - 

.06 




0 to 15.00% 



>15.00% to 25.00% 

.14 


over 26 . 00 % 

By WBighted-averoge fife: 

0 to 1 year 

>1 year to 3 years .... 

>3 years to 10 years , 


.03 

.06 

.12 


All % 



AB % ' 


(f) Loans sold vrilh recourse 

All% 


(g) Urrused MBL commitments 

All % 

Ltrriled to oquivalerri of 1.50% of lot^ loans (exprossod as a percent of iolal as- 
sets). 

.05 

(1.00) 



A credll union's RBNW requiromeni Is Ihe sum d olghi staodord compooenls. A slandard component is calculated for each of the eight risk 
porifollos, e^a! to ih© sum of each amount of a risk portfolio Umes Its rlsk-woi^llng. A credit union fe dasslfled ‘'undercapllallzod” If Its net 
VKxth ratio Is less than Us appticabio RBNW requirement. 


aiZ UAG. 17Md{B)(l). ’^Sertlon ,t790aipHK)! W CFR 7fii.re4(QHlj). ’‘S. Rap. No. 193, 1DB± Cong., 2d Soss. 13 (1098) 

»SQoUonl7flOdlcl. «SecllEnil7C)0iKd). (S-Ksp.). 

10 Seaton 1700d(o}(2). i4/cf, 12 CFR 702.103 & .104 and 12 U.S.C, 

13 SecUon 1700d(o)(S). » Seotlon 170ll(l((l){2)- 1790dfcl 
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Socdon 216(a) of tho FCUA requirea 
that a credit union that meots the 
definition of ‘'complex,” and whose net 
worth ratio initially places it in either of 
the "adequately capitalized" or "well 
capitaliajd" net worth categories, also 
satisfy a seporoto RBNW requirement. 
Under this separate SDNW requiromeat, 
the credit union must meet or exceed 
the minimum RBNW ratio 
corrospwndlng to Its net worth category 
{adequately capitalized or Virell 
capitalized) in order to remain classified 
in that category.’® A complex credit 
union that meats the not worth ratio 
requirement for being adequately 
capitalized or well tapitalized, but that 
faUs to meet the corresponding RBNW 
requirement for either net worth 
cat^oiy, is classified by secUori 
216(c)(1) as ‘‘undarcapitalized’’, and is 
subject to the mandatory and 
discretionary supervisory actions 
applicable to that category.’* 

The RBNW requirement for credit 
unions meeting the definition of 
“complex" was first applied on the 
basis of data in the Call Report refiectirtg 
activity in fije first quarter of 2001.“ 
NCUA’e RBNW roquiiement has been, 
largely unohangad since its 
implementation, with the following 
limited exceptions: 

• Revi-sions were made in 2003 to 
amend the RBNW requirements for 
MBLs.” 

• Revisions wore made in 200B to 
incurpoiate a change in the statutoiy 
definition of "not wortli.”** 

In addition, tlie Board amended part 
702 in 2011 to expand Ihe definition of 
"low-risk assets" to include debt 
instnunonts on whicli the payment of 
principal and interest is unconditionally 
guarantood by NCUA,“ and again in 
2013 to exclude credit unions with total 
assets of 350 milllou or less from the 
definition of "complex" credit union.*^ 


RBNW roqulnuDont also Indlructiy Impacts 
CTDcIll uuions iiv Iba ''undHrcupllolizad” and lower 
ui>t woiih enCuj^ius, urliicii an requlrud to opatata 
luidui'au upfu-ovud n«l worJi rcBlnradDii plan, llio 
;^nn provide tlig maoTis and a tliuetabla to 
nach thu "udesmidely capltaUzod" cntegniy. 

Section 17S0d|0(5); 13 Om 7»2.20fl[c). However, 
fat "complex" credit unicais in iLc 
“nnderca|iilHll7«d''orlow«’net worlL calE^otieB, 
the roteirarun wtwth rtdio ''gale'* lu Uml cutogory 
will bo 6 porcenl or the credit union’s RBNW 
reqolrBTDfint, if higher then 8 porcBnl. In Qtat event. 
0 complex credit untoD'siiBt worth nstcinition pieii 
will have to prescriba the stops a erwht union will 
take to leadi a higher net vsrr^ ralla "gate" tn that 
catogoqr. Sbo 12 CPJ? TOZZOtKcKlJUKA). Section 
17BDd(cKl)(A)(l!) and [cKlKBKiiJ, 

«1Z U.&C 1790d(c)ilH(^li). 

«e5 FR 44950 (July ao, 2000), 

«6a ifR BGsay (Oci. i, 2003). 

”73 KR 720Bfl {Der- 1, 2000). 

»70FR 18234 (Mar. 23, 2011). 

«7BRR403a (JBH. 1H.2DI3). 


B. Why is the NCUA Board issuing diis 
rale? 

The Board is propt^ingto change 
NCUA’s gonoral rieit-bas^ copital rules 
for detennlning tiie minimum level of 
required capital to enhance risk 
sensitivity ond address weaknesses In 
the existing regulatory capital 
framework far crodit unions. Capital 
and risk gc hand-in-hand, and credit 
union senior management, boards, and 
regulators are oil accounlifole for 
ensuring that appropriate capital levels 
are In place bosod on the credit union's 
risk exposure. The proposed rule 
reflects an effort to ost^lish a risk- 
weighting system that Is more indicative 
of tho potontial risks existing within 
credit unions. Tbe proposed rule is 
intended to help credit imions better 
absorb lasses and establish a safer, more 
resilient, and more stable credit union 
system. The im^Moved resilience will 
enhance credit unions* ability to 
function during periods of financial 
stress and reduce risks to tbe NCUSIF. 

In general, audit unions have high 
quality capital, with retained earnings 
being lliu predominant form of capital. 
However, in recent years, the NCUSIF 
did experience several hundred millions 
ef dollars tn losses due to failures of 
Individual credit unions holding 
inadequate levels of capital relative to 
tho levels of risk associated with their 
assets end uperatioSiS. Exominers did 
warn officials at these credit unions that 
they needed to hold higher levels of 
ca^tal to offset tlie risM in their 
portfolios, but the credit union officials 
ignored the exominors’ 
rocomraeudotions, which wore 
unenforceable. This proposal seeks to 
Incorporate the lessons learned from 
those failures and better account for 
risks not addressed by the cunent rule. 

The new risk-based capital 
requiromonts being proposed in this 
rule would apply to all credit unions 
with ovor $60 million in total assets. 

The capital requirements and PCA 
supervlsoxy actions for "noMr'’ credit 
unions and credit unions with $60 
million or le5.s in assets wuuld remain 
largely unchanged, with a few 
exceptions discussed in m<ve detail 
below. 

In developing the now risk-based 
copital roquiroment for "cranplox" 
credit unions, NCUA set fortli the 
following goals for the proposed rule. 
Fli^, tho requiEmnent should address 
weaknesses in tlio not worth ratio 
moBsure. Second, the roquhement 
should address credit risk, intoroatrate 
risk, concentration risk, liquidity risk, 
operational risk, and market rtsL Third, 
the requirement riiould enhance the 


stability of tho credit union system. 
Fourth, tho rule should rely primarily 
on data already collected on tho Call 
Report to minimize additional 
recordkeeping burdens. Fifth, the 
requirement should be, given tiio 
proccdbig four goals, as cosy as ptMsible 
to understand and implement 

Tho proposed rule would replace tho 
RBNW method currently used by credit 
unions to apply risk-iiTOil^tings to their 
assets with a new risk-based capital 
ratio method that is more commonly 
applied to depository institutions 
worldwide. The proposed risk-basod 
capital ratio is the percentage of a credit 
union's net worth available to cover 
losses, divided by the credit union’s 
defined rlsk-wel^ted asset base. The 
Board believes the (diange in - 
methodology would improve the 
compoiison of assets and risk-adjusted 
capital levels acuoss financial 
institutlona. Use of a consistent 
framework for assigning risk-weights 
would promote improved 
understanding between all types of 
federally insured fmancial institutions. 

This proposed rule would provide a 
common measure of asset risk and 
ensure that credit unions retain levels of 
capital that are commensurate with theli 
level of risk. The proposal would also 
help NCUA identify, and credit unions 
to ovoid, inadequately capitalized 
concentrations of asset dosses that can 
lead to a credit union’s folluxe. Further, 
under the proposed rule, credit unions 
would bo better able to implement 
strategic plans based on their unique 
member service objectives and the 
co.rre^anding risk by holding tho 
appro^iale level of capital. 

Tho moasure for a credit union’s "nat 
worth ratio," which is defined in 
section 216(o)(3) of the FCUA, is a 
generalized measure of a credi t union’s 
net worth.25 The net worth ratio of a 
credit union includes balance sheet 
accounts in the unmorator that may 
have little or no value in the event of 
liquidation and excludes ofC-balnnce 
sheet exposures from the numerator. 
Recognizing these limitations of tho net 
worth measure, Congress directed tlie 
Board in soution 21B{d)(2) of the FCUA 
to develop a RBNW requirement that 
“take{s] account of any material risks 
against whidi tho not worth ratio . . . 
may not provide adequate protection,”^® 
The proposed risk-btaed capital 
measure includes ouly capital available 
to covGo; losses said takes into 


**12 U.S.C> 1790d{n){.3)("nielBrni 'not worth 
lalLo' means, with TospoaJ to a crudit imlnn, (be 
miio nf tbe net worth of tho credit union to the iota! 
essets of tlio credit uaiaiL"). 

"U U.S.C. 170Od(d){2). 
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consideration the credit union’s off- Operating a credit union involves with the major types of risks IdontiiiDd 

balance sheet Items and other risk taking aadmanaginga variety of risks, and deRnod InT^le 3 below, 

factors. ■ - 


TABLE 3 — major types OF RISKS IDENTIFIED JN CREDIT UNION BUSINESS ^7 


rask 

DoflNilon 


The polenilal for ioes resulllng from the frilure of a borrower or counterparty to perfomi on an DbligaSon. 

The polonlial for loss wising from vk^atfons of laws or regulations or nonconformance with internal pdicies or 
e^ca! starriards. 

The risk arising from axooseive exposure to cortatn tnarkeis, Industries, or groups. 

A type of market risk that involves the for Ices due to adverse movements In Int^'e^ rales. 

The risk that a oredil union win be urtal^ to meal Us obttsaUons wh^ they become dua, because of an InaUlity 
to liquIdatB assets or obtain adequate funding. 

The potontiai for loss rasuHIng from movements in maikcM pricea, Irtaludktg intorost r^as, commodlly prices, stork 
prioos, and foreign mcohange rales. 

The risk of loss raauft^g from tnadequaie or faBed InlorrmI procoases, people, and systems or from external 
events. 

The potenUa) for loss arising from negative publicHy regarding an Institution’s business practlcaa. 

The potential for loss arising from adverse business declstons o.'' Improper Implementation of decisions. 


Concentrailon risk 








The current KBNW measure focuses 
primarily on interest rate risk. However, 
the proposed risk-based capital ratio 
measure would focus more broadly on 
tbe various types of risks to credit 
unions by addressing additional risk 
Actors and assigning speclBc risk- 
weights to: 

• Delinquent loans, 

• Concentrations of and real 

estate-sTCurod loans, 

• Equity investments, tmd 

• Additional off-balance shoot 
exposures. 

Rigorous and disciplined risk-basod 
(risk^ased capital redo moastue) and 
non-risk-basod (net worth ratio meaeiire) 
capital requirements working well 
together can enhance tho ability of a 
credit union to copo with capital 
iropaiiment during economic 
downturns. Moreover, an adequate 
capital buffer con cushion performenco 
dotorioratlon during timos of stross, 
thereby promoting safety and soundness 
of the credit union system. 

The proposed risk-based capital ratio 
measure primarily usee existing 
ioforination contained in tho Call 
Report. As comparod to tho ounent 
RBNW measuro, the proposed risk- 
based capital ratio measure would 
inchide a greater number of expofl\iro 
catogoriss for purposes of calculating 
total xlsk-weiglilcd assets. Thus, some 
additional data would need to he 
colloctod on the Call Report. Tlua 
additional data would not. howovor, 
represent a material increase to the 
burden of completing dm Call Report. 
The proposed oxtendod effective dale of 


Sea U.S. Gnvl. AccounlablUly DIBoa, GAO-07- 
Z53, Bank i^alators Need to ImproTO 
l'taiu|Mren(^ and Overcome hnpedimonta to 
Finalizing ‘f&e Proposed Dagoi li FramewOTk 9-10 
(2007), av{dhb!eat http://mi‘w.gao,gen^/rmw.iiam$/ 
d072Sa.pdf. 


the final rale would provide ample time 
for credit unions to adjust their sysiams 
to account for the additional data items 
that would be required in tho Call 
Report 

Through this notice, NCUA invites 
public comment on all aspects of the 
proposed rule. Commonters ore urged to 
recognize, however, that NCUA lauks 
discretion to deviate horn tlie statutory 
requireroenls of section 216 of the 
FCUA.*'^ To lacilltatD considaration of 
public commtmU on the proposed xulo, 
the Board urges commenters to organize 
their comment letters on a section-by- 
sectlon basis thot corrospemds with tho 
proposed sections of the mlo, and to 
Include any general comments in its 
own siKitloD of the letter. 

C. Impact aftlw Proposed Beguiation 

The proposed rule would meke 
changes to tho minimum rotatory 
capital requirement for credit unions 
that would be more reflective of risk, 
including additional subcategorios of 
ossotfl for risk moasuremont and 
Rddiiiona] concentradoo levels. This 
shift in emphasis would enconmge 
ci'tidlt unions to more actively manage 
risk In relation to tbo miDimuni required 
capital levels. As proposed, tire rule 
would modity the current calculation 
method for computing RBNW to be 
more consistent with tho risk-based 
capital measures used by tlie OUmr 
Federal Banking Regulatory Agencies. 
Tho proposed change in tiie fxrlculation 
would allow sotting specific risk-based 
capital r^io roquiremeDls for die top 
three capital classificatlonB. 

NCUA's analysis of 2013 Gall Report 
data indicates (hat the overwhelming 
majority of credit unions with oveu '^SO 
million in assets already have suificlGnt 


“12US.C.i79«A 


capital to comply with the proposed 
risk-based capltm rules, hi particular, 
NCUA estimates that over 90 porcent of 
tiiose credit unions, if subject to the 
requiroments of the proposed rule 
today, would be in compliance with the 
minimum risk-based capital 
requirement under tho rule. The Board 
leoognizos, however, diat some credit 
unions would likely need a transition 
period to accumulate additional capital 
ox change their asset structure to 
achieve their desired capital 
classification. The Board also recognizes 
that ci'edit nnlons would need a 
reasonable period of lime to update 
their internal systems, policies, and 
procedures to account for these changes. 
As a result, the Board is proposing to 
delay the effective date of tlie now 
requirements afier tho final rule is 
published in the Rndoral Register, 
which Is discussed in more detail 
below. 

Using Coll Report dole as of June 
2013, NCUA eslimates that 

approximately 2,237 credit unions 
reported over ,$50 million in total assets, 
all of which wcnild bo subject to tho 
proposed risk-based cauital measuros. 

Existing data available to NCUA, 
inclading Call Report data, does not 
contain all of the information required 
to.onalyae tho impact nf evtxy aspect of 
the proposal. Howovor, NCUAboHoves 
the current CuH Report data available 
providos sufficient information for 
NCUA to I’easonably estimate the impact 
of tho proposed rogulation. Accordingly, 
NCUA analyzed the impact of Iho 
proposed nils on credit unions nslng 
Call Report dota as of June 30, 2013, 

Over 90 perconl of crodit unions 
subject to Ihe proposed capital moasuros 
curronlly hold capital in excess of the 
minimum net worth ratio and the risk- 
based capitoJ ratio required to bo 
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classified Bs well capitalized. As of Juno 
2013, the piuposod changes to the risk* 
based capital measure, if applied 
immediately, would cause 189 credit 
unions to experience a decline in their 
PCA classification from well capitalized 
to adequately capitalized and 10 well 
capitalized audit unions to experience 
a decline to undercapitalized. NCUA 
©stimatas that, ajUactively, the 10 audit 
unions that would experisneo a decline 
to imdercapitalized would need to 
retain an additional $63 million in risk- 
based capital to become adequately 
capitalized, assuming no other 
adjustments, Mfected credit unions may 
be required to change internal policies 
and practicee to meet the new riGk*basod 
capital requiraraenls of tlie proposed 
rule. 

Based on June 2013 Call Report data, 
NCUA estimates that if the proposed 
risk-based capital requirements were 
applied today, the aggregate risk-based 
capital ratio for credit unions s\Lbjeci to 
the proposed risk-based capital moasuxe 
womd be 14.6 paroent and the average 
risk-based capital ratio would be 15.7 
parcenL These numbers are well above 
the proposed 10.5 percent requirement 
for classification as well-capitalized. 

It. Sccdon-by-Scction Anal 3 ' 8 is 
Part 702— Cap/ioJ Adequacy 
Revised Structure of Part 702 

The proposed rule would retitle 
current part 702, replacing the curront 
tltlo “Prompt Corrective Action*' with 
the new title "Capital Adequacy.” 

The more general term Capital 
Adequacy better characterizes the 
components of proposed port 702, 
whim include me prompt corrective 
action, niinimtim regulatoiy capital 
moosurea, and supervisory actions 
required under section 216 of the 
FCUA.8" 

The proposed rule would also 
reorganize part 702 by consolidating 
NCUA's PCA roquiremenls, which were 
previously Included under subsections 
A, B, C, and D, xmder now subparls A 
and B. Proposed subpart A would be 
titled "Prompt Corrective Action” and 
proposed suhpsrt B would bo titled 
"Altarnativo Prompt Corrective Action 
for New Credit Unions.’’^' The 


*®ThQ Board racanUy approwfd a proposed nilo 
regarding cepltaj plounfaig and slross tohli^ that 
also proposos to cliango dra tUlo of port 702 to 
"Capital AdBqonDy." 78 FR eS683 (Nov. 1, 2013). 

=>®12U.S.a 1790d, 

Under Lotli ciurflnl § 702.3ai(b) and proposed 
§ 702.Z0l(bX a ciadit union la "new" if it Is “a 
tsdeTnUy-icsursd credit union that bcUi bos benn In 
oporetlun fnriess than ton (ID) yoers Mid hu total 
mots »r IKK menu then $10 million. A urudilnnlon 
which excnodi $10 niiJlinn in total anwis may 
bocQiDo 'natv' If its total assets irabsai)iifmtly deettno 


reorganization of the proposed rule is 
designed so that credit unioms need only 
reference the subpart applying to their 
InstitutiDn to Identify 1he applicable 
minimum capital standards and PCA 
regulations. The Board bellaves this ' 
cansclidatian will reduce confusion and 
avoid credit unions having to frequently 
flip back and forth throu^ the Xom 
subparts of tho Gurrent PCA rule. 

In general, the proposed rule would 
restructura part 702 by consolidating 
most of the rules relating to capital and 
PCA that are applicable to credit unions 
that ora not ''new” credit unions under 
DOW subpart A. This change is intended 
to simplify tho structure of part 702 by 
grouping the sections of tho rule that are 
applicable only to credit unions not 
classified as new into a single subpart. 
The specific sections that would be 
included in nawsubpwt A and the 
proposed changes to those sections ore 
discussed in more datail below. 

Similarly, the proposed rule would 
consolidate roost of NCUA’s rules 
relating to alternative capital and PCA 
requirements for "new” credit unions 
under new subpart B, This change is 
intended to simplify the structure of 
part 702 by grouping the sections of the 
rule that are applicable only to credit 
unions that aro claasified as now into 
one subpart. Tho sections under now 
subpart B would remain largely 
unchanged fiom tho requirements of 
current part 702 relating to alternative 
capital and PCA, except for revisions to 
tho sectioi^ relating to reserves and the 
payment of dividends, I'he specific 
salons included In new subpart B and 
tlie specific changos to tho sections 
undor now subpart B are discussed in 
more detail below. 

Section 702.1 Authority, Purpose, 
Scope, and Other Supervisory Authority 

Proposod.S 702.1 would rtimain 
substantially siroilur to current § 702.1, 
but would bo amended to update 
terminology and inteonoal cross . 
rcfcrencas within the section, consistent 
with the changes being proposed in 
other sections of pari 702. No 
substantive changes to the section are 
inleudcd. 

Soclion 702.2 Definitions 

Proposed § 702.2 would retain many 
of the definitions in currant §702.2 with 
no substantive changos. The proposed 
rule would, however, romovo tha 
paragraph number assigned to each 
definition under cuiront § 702.2 and 
reorganize the soclion so die new end 
existing definitions ore listed in 


holuw $10 raUlion wlutflitls5lillluo{wrB(lanfor 
Ityfl than 10 yaars." 


alphabetic order. This reformatting 
would make § 702.2 more consistent 
with current §§ 700.2, 703,2 and 704.2 
of NCUA’s regulations.®* 

In addition, proposed § 702.2 would 
add a number of new definitions, and 
amend some existing definitions in 
§ 702.2. These chang^ are intended to 
help clarify the meaning of terms .used 
in new part 702, The d^nitlons 
would be added, amended, or removed 
are as follows: 

Allowaiice for Joan and lease loss 
(ALLL). Tha term "allowance for loan 
and lease loss ( ALLL )” would be 
defined as reserves that have bean 
established through charges against 
earning to al^orb future losses on 
loans, loBses financing receivable or 
other extensions of ci^t The 
definition would bo consistent with the 
related Call Report field and the 
definition contained in tlie Call Report 
instructions. 

Call Report. The proposed rule would 
define the term "Cmi Report” as the Coll 
Report required to be filed by credit 
unions under § 741.6{aK2), The term 
Call Report is a common expression 
within tho credit union industry and is 
defined for clarification. 

Capital, The proposed rule would 
define the lorm “capital” as tho oqiiify, 
as measured by GAAP, available to a 
credit union to cover los.ses. The term 
capita) is q common expression within 
the financdal servicos industry and Is 
deflued for clariflcatioxL 

Cash eqaivalenis. proposed rule 
would d^ne tho term “cash 
equivalents” to mean short-term highly 
liquid investments tliat havo original 
mMuritios of 3 months or less, at the 
time of purebasos are readily ocnvortible 
to known amounts of cash; and are used 
ns part of tho cpodit union’s cash- 
management activities. The definition 
would bo conaistentwitli tho related 
Call Report flold aod tho defiaiUon 
containod in the Call Report 
instntcUons. 

Gommihnent. The propoaod rule 
would deJEne the term "commitmenl" as 
any legally binding arrangement that 
obligated the credit union to extend 
credit or to purchase assets. The 
definition would be consistent with the 
relatod Call Report field and the 
definition contained in the Call Rq>ort 
instructions. 

CUSO. The proposed rule would 
define the term "CUSO” as a credit 
union service organization as defined in 
perte 712 and 741. 

DelinquBnt loans. The proposed rule 
would define the term '‘delinquent 
loans” as loons that ore 80 days or more 


”12 GPR 700.2; 12 OTt 703,2; 12 CJR 7M.2. 
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past due and loans placed on 
nonaccrufll status. Tte definition would 
be oanslstent with the related Call 
Report field and the definition 
contained in the Call Report 
instructions. 

Derivatives contract.^^ The proposed 
rule would define the term “dorivativos 
contract” as, in general, a financial 
instrument, traded on or off an 
sxdiange, the value of which is directly 
depended upon the value on or more 
underlying securitios, equity indicas, 
debt instruments, cxammoditios, interest 
rates other derivative instruments, or 
any agiofid upon pricing index or 
airangemenL Derivatives contracts 
include inlesrest rate derivatives 
contracts and any other instrument that 
posoB similar counterparty credit Hska, 
Derivatives contracts also include 
unsettled securities with a contractual 
settlement or delivery leg that is longer 
than (he lesser of Uie market standard 
for the particular instrumeni or five - 
business days. 

First mortgage real estate iaan. The 
proposed rule would define the term 
"first mortgage real estate loan” as loans 
and lines credit fully secured by first 
liens on real estate (excluding MBLs), 
whore the original amortization of the 
mortgage exposure does not oxoeed 30 
years; me loan underwriting took into 
account ail the borrower’s ohligatione, 
Including mortgage obligations, 
princinai, Interest, taxes, Insurance 
(including mortgage guorantoo 
inauranc^ and assessments; and the 
loan underwriting concludod the 
boirowor is able to repay tire exposure 
using the maximum interest rale that 
may apply in the first five years, the 
maximum contraot exposure over the 
life of the mortgage, and verified 
Income. 

GAAP. The proposed rulo would 
define tlie term “GAAP” as generally 
accepted afxxmnting principlea as usad 
In the United States, ^e term "GAAP” 
is a common expression within the 
industry and is defined for clarificntion. 

GooawUL Tlie proposed rule would 
define the tenn "goodwill” as an 
intangible asset roprosentiug the future 
ecxiaumic benefits arising from other 
assets acquired in a business 
combination (i.e. moigor) that are not 
individually idautifiod and soparalely 
recognized. The definition would be 


May 201.1, thu Board Issued aproposodrulQ 
that would iHTndt credit unions to engiige In 
limited derlvnlLves activities for tiis pm 7 >aM of 
miUeatlng inlerost tele risk. 70 FR 32191 fMay 20, 
2013]. NCUA la sUtl devalopb^ its dniivativss n«U 
flud bad not Issued a Rna! rule as of (bu date this 
]WHpo»1 was prcwanlod to the Boned, Bowavor, • 
NCUA anlidpates anieudiim this nde In be 
Ronsisient with anyilmd ride Issued by tlia Board 
leiatad to tbe May 201.3 derivatives proposal. 


consistent with the related Call Report 
field and the definition contained in the 
Call Report inatructione. . 

Intanmbie osssts: The proppsed nilo 
would define the term "intangible 
assets” ea those assets tlmt are required 
to be reported as intangible essots in a 
credit union’s Call Report, including but 
not limited bo purcha^ credit card 
relationships, goodwill, favorable 
leaseholds, end core deposit value. The 
definition would be consistent wifii the 
related Call Report field and the 
dofinition contained in the Call Report 
instructions, 

Jnve.^tment in CUSO, The proposed 
rule would define the term "investment 
in CU^O” as file unimpaired value of 
the credit union’s aggregate GUvSO 
inveatments as measured under 
generally accepted accounting 
principles on an unconsolidated basis. 
The definition would be consistent with 
the related Call Report field and the 
definition contained in tho Call Report 
instnicUona, 

TdentiYied losses. Tha proposed rule 
would d^efino the teim "identified 
losses” to moan those items that have 
been determined by an evaluation made 
by a state or fodtmu oxamiuer, as 
mcosurod on the date of examination, to 
bo chargoable against income, capital 
end/or valuation allowances auen as the 
allowance for loon and lease losses. The 
proposed definition would also provide 
the following examples of identified 
losses: aasets classUled as lo^es, off* 
balance sheet items classified as losses, 
any provision expenses thal are 
necessary to replenish valuation 
allowances to an adequate level, 
liabilities not shown on the books, 
estimated losaos in contiogent 
liabilities, and diffetonoes in accounts 
tliat represent shortages. 

Loans to CUSO. Iho proposed rule 
would define the term "loens to CUSO” 
□8 tha aggregate outstanding loan 
balance, available 11no(6) of credit from 
the credit union, and guarantocs the 
credit union hos made to or on behalf 
of a CUSO. Tho definition would be 
consistent with tho related Cal! Report 
field and tbo dofinition contained in the 
Call Ropni't instructions. 

JxTans transferred mlh limited 
recourse. The proposed rule would 
define tho term "loana tramsforred with 
limited reooume” os tho total principal 
balanco outstanding of loans tjansfeired, 
including participations, for which tho 
transfor qaaiified for true salo 
accounting ireatmeut under GAAP, end 
for which the transferor credit union 
retained some limited recoiiiso (i.e. 
insuffidont recouree to pracludo true 
sale accounting treatment), Tho 
proposed definition would also clarify 


that ilia term does not include trausfora 
the! qualify for true sale accounting 
treatment but contain only routine 
representation and warranty paragraphs 
that are standard for sale on the 
secondary market provided the credit 
union is in compliance with aU other 
related requirements such as capital 
requirements, The definition would be 
consistent with the related Ckill Report 
field and Ihe definition contained in the 
Call Report instructions. 

MoriSga^^ serricj'ng asset. The 
proposed rule would define file term 
"mortgage servicing asset (MSA)” as 
those ^SBts (not of any related valuation 
allowances) resulting from contracts to 
ssTvico loons secured by real estate (that 
have been securitized cw owned by 
others) for which tho benefits of 
servicing are expectod to more than 
adequetely compensate the sarvicBS for 
perfonning tho sorvioing. The definition 
would be consistent with the related 
Call Report field and the definition 
contained in tho Call Report 
instructions. 

Off-balance sheet items, Ihe proposed 
rule would define the term “off^alanco 
sheet items” as items such as 
commitments, contingent items, 
guarantees, ewtoin repo-style 
transactions, financial standby letters of 
credit, and forward agreements that are 
not included on the balance shoot but 
are nonnally included in the financial 
sletemant footnotes. 'The definition 
would be consistent with tho related 
C^ll Report field and the defmitiDn 
contained in the (3all Report 
histructions. 

QuoJi^ing JTwrier neWnc ogreamenf 
The propo.^ed rule would daflne the 
term "qualifying master netting 
agreement” as a .written, legolly 
enforceable egroemenl, provided that; 

(1) Tho agreement craates a single legal 
obligation for all individual transaBtions 
covered by the agreement upon an event 
of defeull, including upon an event of 
conservatorship, rBooiverahip, 
insolvency, llquidetion, or .similar 
ppocoading, of the counterparty; (2) the 
agromnent provides the credit union the 
right to accelerate, torniiiiato, tmd close 
out on a net basis all tran.soctions under 
the agreeniBDt and to liquidate or set off 
collateral promptly upon an event of 
default, including upon an event of 
conservatorahip, racoivership, 
insolvency, liquidation, or similar 
proceeding, of the cmmlorparly, 
provided that, in any such case, any 
exercise of rights under the agreement 
will not bo stayed or avoided under 
applicable law in the relevant 
jurisdictions, other than in recoivership, 
conservatorship, resolution under tho 
Fadernl Dopo.rit Insurance Act, Title TT 
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of the Dodd-Franlc Act, or under ony 
similar insolvency law applicable to 
GSEs; (3) the agreement doas not 
Contain a walkaway clause (that is, a 
provision that permits a non-defeulllng 
counterparty to make a lower payment 
than it otherwise would make under the 
agreement, or no payment at all, to a 
defaulter tn- the estate of a defaulter, 
even if the defaulter or the estate is a net 
credi.tpr under the agreement); and (4) in 
order to recognize an ogreomeirt as a 
qualifying nmeternetting agreement for 
purposes of part 7D2, a credit union 
must conduct sufficieiit legal review, at 
origination and in response to any 
changes in applicable law, to conclude 
■with a well-founded basis (and maintain 
sufficient written doctimontation of that 
legal review) that the agreement meets 
the requirements of paragraph (2) of the 
definiaon of qualifying master netting 
agreoment; and in &e event of a legal 
challenge (including one I'esulting from 
default or from consei’vatQrsliip, 
receivership, insolvency, liquidation, or 
similar proceeding), the relevant court 
and administrative authoritios would 
find the agreement to be legal, valid, 
binding, and enforceable under the law 
of relevant Jurisdictiona. 

R/sic-k>sed capita! ratio. The 
proTOsed rule would define the term 
"risk-based capital ratio*' as the 
percentage, rounded to two decimal 
places, of the risk-based capital 
numemtor to total risk-weighted assets, 
aa calculated in accordance with 
§ 702.104(a). 

Bisk-weUhtBd assets. The proposed 
rule woulode&ie the term "risk- 
weighted assets" as the total risk- 
weighted assets QS calculated in 
accor<^nce with § 702.104(c]. 

Senior executlwo ojficer. The proposed 
rule would dejBne the term "saniar 
executive officer" as a senior executive 
officer as defined by § 701.14(b)(2), 

Total asserts. Hie proposed rule would 
retain the definition of "total assets" in 
current § 702.2, but would restructure 
the definition and provide additional 
clarifying language. Under proposed 
paragraph (1) under the definition of 
"tot^ assets," for oacli quarter, a credit 
union must elect one of the four 
inoasures of total assets llstod in 
paragraph (2) of the definition to apply 
for all purposes under part 702 except 
§§702.103 through 702.105 (risk-based 
capital ratio requirements). Imposed 
paitigraph (2) under the dofinitian of 
total assets would provide that "total 
assets" means a credit union's total 
assets as meaBured by either; (i) The 
credit union's total easels measured by 
the average of mjarter-end balances of 
the ennent ana three preceding 
calendar quarters; (ii) the credit union's 


total assets measured by the average of 
month-end balancoB over the tinoe 
calendar months of die applicable 
<»londar quarts; (iii) the caudit union’s 
total assets measured by the average 
daily balance over the ^piicable 
calendar quartar; or (iv) tte credit 
union's tutal assets measured by tlia 
quarter-end balance of the applicable 
(lender quarter aa reported on the 
credit union’s Cell Report. 

U.S. Government agency. "Hie • . 
proposed rule would define the term 
"U.S. Government agency" as an 
instrumentality of the U.S. Government 
whose obligations are fully and 
explicitly guaranteed as to the timely 
payment of principal and interest by the 
full felth and candil of the U.S. 
Government. 

Verified income. The proposed rule 
would define the term "verified 
income” as receipt and retention of 
corroborativo infcNnnation to establish 
the reality of the income supporting the 
repayment of the loan. Tlie term . 
"verified income" la a common 
expression within the industry and is 
defined for clarification. 

Weighted-average life. The proposed 
rule would remove the term "weighted- 
average life” from current § 702.2 and 
replace it with the newly defined term 
“weighted-average life of investments.” 

Weighted-average lifit of investment?. 
The proposed rule would move the 
dofinilion of "weighted-average life of 
investments" contained within curront 
§ 702.105 to proposed §702.2 and 
would add additional clarifying 
language. The weighted-avorago life of 
investments for registered lovastmeul 
companies, collective investment funds, 
money market funda, callable fixed rate 
debt obligatiuna and deposits, variable 
rate debt obllgatlona and deposits, 
capitel in mixed-ownership government 
corporations, and other equity aecnirities 
would roinain unchanged. The proposal 
would assign apeclfic risk-weights to 
investments in CUSOs and capital in 
corporalo credit unions, os addressed 
below, thus romoving them from the 
WGighted-average life moosure. 

The proposed rule would define the 
tonn "weighted-average life of 
invostmonts" os follows: For. 
inveslmenls in registarod investmont 
companies (e.g., mutual funds) end 
collective invnatment funds (e,g„ 
common trusts), the tonn "wrol^ted- 
averago life of investments" would 
mean the maximum weighttxl-avarage 
life nr duration torgot of the investment 
disclosed, directly or indirectly, in the 
most recent proepoctus or trust 
instrument (if the maximum wolghtcd- 
averoge life or duration tai^et la not 
disclosed, the weighted-average life of 


mvestmenti mcan.s greater than 5 years, 
but less than 10 years). For InviKtmente 
in money market funds, as defined in 17 
CFR 270,2a-7, and collective Investment 
funds operated in accordance with 
short-term Investment fund rules set 
forth in 12 CFR 9.1B(bK4Kii)(BKl) 
through (3), the term "weighted-average 
li& of investments" would mean l year 
or less, For fixed rule debt djllgetionB 
and deposits that are callable in whole, 
the term "weighted-average life of 
investments” would mean the period 
remamlng to the maturity date. For 
fixed rate debt obligations and deposits 
that are non^'callable and non- 
nmortizihg (e.g. bullet maturity 
instruments), the term ^'wei^tod- 
average life of Inveatmenta" would 
mean the period rematning to the 
maturity date. For fixed rate debt 
obligations or deposits with periodic 
principal paydowns (e.g., mortage- 
backed securities), the term "woi^lad- 
avorage life of investments” would be 
defined according 16 industry standard 
calculations, which include the impart 
of imsdieduled payments. For variable 
rate debt obligations and deposits 
(regardless of whether the investment 
amortizes), the term "woighted-average 
life of investments” would mean the 
period remaining to the next rate 
adjiistment date, For capital stock in 
mixod-ownarship Govornment 
corporations, as defined in 31 U.S.G. 
0101(2), the term "wei^ted-avorage life 
of investments" would^mean greater 
than 1 year but less than or equal to 3 
years. For other equity securities, the 
tonn "weighted-average life of 
invostnients" would mean greater Umn 
10 years. For any other inveatments not 
addressed above, the term "weighted- 
average life of investments” would 
mean tho average time to the return of 
a dollar of principal, calculated by 
multiplying aach portion of principal 
received by the time at which it is 
expected to be received (based on a 
reasonable and supportable osdmate of 
that Llmo), and then taking the total of 
these time-weighted payments and 
dividing by the total amount of 
principi. The proposed definition of 
weighled-avorage life of investments 
reflects the cturent method.used by 
credit unions to report invostmenls on 
the Statement of Ffooncial Condition on 
the Call RoporL Tho definition has 
remained largely unchanged from when 
the risk-based net worth requiromonts of 
part 702 were first iinplemenlod.®* 

»«SeB 6S FRe537ffoT}. 18, ZCOO) (providing tiiat: 
"Tke dAfinilioii (of wsightad-sveiagn UTbI Is 
odopladiDmodlEod fouD from FRl)D7.d. Prank and 
T, Dsssa, luls,, The f/ondbook FixedlncoitK 
SafurttlBs (4th od, ISSS) at SIB, and rodeots dio 
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A. Subpart A'~Prompt Conectivo 
Action 

The proposed rule would oslablish 
new Bubpart A tilled “Prompt Corrective 
Action.” New subpart A would contain 
the sections of port 702 relating to 
capital measures, supervisory PCA 
actions, requirements for net worth 
K^toration plans, and reserve 
requirements for all credit unions not 
defined as "new" pursuantto section 
Z16(b)(2)ofthe-FCUA.a® 

Section 702.101 Capital Measures, 
Ef&K5tiva Date of Classification, and 
Notice to NCUA 

The requiromonts of proposed 
§ 702.101 would remain largely 
unchanged from current § 702.101. The 
title of proposed § 702.101, however, 
would be changed to “Capital measures, 
effective date of dassification, and 
notice to NCUA" to bottor reflect the 
three major lopits* that would be 
covered in the socti on. In addition, the . 
proposed rule would replace the terras 
"net worth measures” with “capital 
measure,” “not worth classification” 
withj'capitol classification,” and "not 
worth category" with “capital category” 
to reflect the terminology changes being 
made throughout the propo^d niie, 
which were dlacusaea above and ere 
discussed in further detail below, 

Section 702.102 Capital Classifications 

The proposal would change the Utlo 
of § 702.102 from "Statutory net worth 
oategorles” to “Capital classifi<artioas." 
Although section 216(c) nfthe FCUA 


uses the general term "net worth 
categories," NCUA believes tlial 
replacing the tenn "net worth" witli the 
general term “capital categories" better 
desciibes the combined “net worth 
ratio" and "rish-based net worth” 
measurements that make up the five 
categorlos listed in the Btatute. 

Moreover, the term “capital” is 
generally more inclusive of all accounts 
availeble to pay losses than the term 
"net worth” end ia more commonly 
used In the financial services iuduEtry, 
No substantive changes to the 
requirements of section 218(c) are 
intended by these changes In 
terminology. This section would - 
continue to list the five statutory capital 
categories that ore provided in section 
216(c) of the FGUA.a® 

lQ2(a) Capital Categortoa 
Proposed § 702, 102(a) would replace 
current § 702.102(a) and would set forth 
new minimum capital measures for 
complex credit uidons. Although 
sections 216(c)(l)(A)(ii), (B)(n), (C)(ii) 
and 216(d) of the FCUA use the term 
“risk-based net worth" raquiromont, 
NCUA believes that Toplacirm the term 
“risk-based net worth” with me 
functionally equivalent term “risk-based 
capital” in Ibe proposed ruie would 
belter describe Uie equity and assets tho 
requirement would measure. Moreover, 
tho term “risk-based copiteJ” is more 
commonly used In the financial sorviccs 
industry, and la defined In a manner 
consistent wifii the requircmouls sot 
forth in section 216. No changes to tho 
requiremonts of tho statute are intended 


by the use of the alternative term risk- 
b^ed capital in the proposed rule. 

Consistent with subsections 
21 G(c)( 1)(A) through (B) of the FCUA, 
the net worth ratio moaBuree listed in 
proposed §§ 702.102(e)tl) throu^ (B) 
would continue to match those Hated in 
the statute for each capital category, and 
would use both the net worth ratio and 
the now riak-based capital ratio as 
olementB of the capital catogories for 
“well capitalized”, "adequately 
capitalized" and "undercapitalized” 
credit unions, Tho risk-basod capital 
ratio measure cbmptements the net 
. worth ratio, and section 216(d) of the 
FCUA requires the risk-based capital 
requirement be designed “to take 
account of any mat^al risks against 
which the net worth ratio required for 
an insured credit union to be adequately 
capitalized may not provide adequate 
protection.” Accordingly, the risk-based 
capital ratio includes components that 
require hl^or capital levels to reflect 
increased risk due to interest rate risk, 
concentration risk, credit risk, market 
risk, and liquidity risk. 

In essence,' the current RBNW 
requirement is evaluated on a pass/fail 
basis. The proposed rule, in contrast, 
would intraduoe a new soalod risk- 
based capital measurement approach for 
assigning capital classificadons for well 
capitalized, adequately capilaHaed, and 
undercapitalised credit ujfions. This 
scaled opproach would recognize the 
relationship between higher risk-based 
capital ratios and the creditworthiness 
of credit unions. 


Table d— P roposed Capital Categories 


A credH union’s net worth 
olassificsficin is . . . 

Net worth ratio 

Risk-based capital ratio* 

And subjM to foitowlng condli[on(&} . . . 




Must pass both net worth ratio arxl risk-based capttat 
ratio, 

Must pass both net worth ratio and risk-based ceqi^al 
ratio. 

Must pass both net worth ratio arth risk-based c^;dlal 
ratio. 

Or it undercapilBlized at <6% rxit worth arxl faHs to 
timely submit or materia^ Implement an approved 
nrt worth restoration plan. 

None. 







Slgnlfioanlly Undereapllai- 
izod. 

CrUlc^iiy UndercapItaUzed ... 








"Af^liea only to credit unions with quarto(-er\d total assets exceeding $50 n^ilon. 


iDDthod by which criHtilunlDRsnpoit Invushnanlx 
in Sdiodule C of tbo CkiU Ropait ’*). 


12 U.S.C, iroodtblUk 
12 U.S.C. 1790d{o), 
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102(a)(1) Well Capitalized 
Under proposed § 702,102(a)(l), to be 
olassifiod 06 woll capitalized, a crodit 
union must maintain a net worth ratio 
of 7 percent or greater and, if a complex 
credit union, must also have n risk- 
based capital ratio of 10.6 percent or 
greater. The higher proposed risk-hascd 
capital ro<^rement for the well 
capitalized ciassiflcBtion is designed to 
bolster the resiliency of complex credit 
unions throughout financial cycles. The 
proposed 10,5 percent risk-based capital 
ratio target is compar^le to the Otlier 
Federal Banking Regulatory Agencies’ 8 
percent Total Ri^-based Capital ratio 
plus the 2.5 poroenl capital conservation 
bufier which is exp^ted to be fully 
implemented in 2019.®^ NCUA is 
proposing the 10.6 percent risk-based 
capitsl ratio requirement, rather than 
the Other Federal Banking Regulatory 
Agencies' 8 percent, to avoid the 
complexity of ii^Iemonting a capital 
conservation bu&r. 

10Z(o)(2) Adequately Capitalized 
Under proposed § 702.102(a)(2}, to be 
classified as adequately capitalized, a 
credit union must maintain a not worth 
ratio of 6 percent or greater and, if a 
complex credit union, must also havo a 
risk-based capital redo of 8 porcanl ox 
greeter. For example, a complex credit 
union with an 8 percent net worth ratio 
and an 6.5 porcont risk-baaed capital 
ratio would be adequately capUdized 
under the proposed rule. The 6 percent 
risk-based capital ratio requiromunt for 
the credit union industry is a moasuro 
ccmparablo to the 8 percent total risk- 
bnsod capital ratio required by the Other 
Federal Banking Regulatory Agencies' 
for a hank to be adequately capitelized. 

lQ2(aK3) Undorcapitulized 
Under proposed § 702,lQ2(a)(3), to be 
clussifieifas undercapitalized a credit 
union must maintain, a net worth ratio 
of 4 percent or greater and, if a complex 
credit union, fail to meet tho miniinuin 
6 percent total risk-based capital ratio 
requirement. For example, a complex 
credit union with an 8 percout net 
worth ratio and a 7,6 percent risk-based 
capital ratio would be undercapitnlizotl 
under the proposed rule. 

102(b)(4) Significantly Undercapitalized 
Under proposed § 702,102{a)(4), a 
credit union is classified as significantly 
undercapitalized if: (1) It hes a net 
worth ratio of less than 5 porceni, and 
bus received notice that its not worth 


^’OnSuptBnjber lO, 2D13,FDIG pnUlsitad an 
inteslm mb that revised it rblc-basod and 
bverogo capital Tcquiramenls br FOIC-snparvised 
llutitutiDiis. 79 PR 55330 {6ept. 10, 20131. 


restoration plan has not been 
approved; (2) the credit union bos n 
net worth ratio of 2 percent or more but 
less than 4 p^oni; or (S) the credit 
union has anotwcuthratioof 4p6rcBnt 
or more but less than S percent, and the 
credit union aither foils to submit an 
acceptable net worth restoration plan 
within the time prasccibed in § 702,111, 
or materially foils to implement e net 
worth restoration plan approved by 
MCUA. Although proposed 
§ 702.1 02 (b)( 4) has been worded ■ 
dl^erently to help clarify the 
requirements of the paragraph, tlie 
proposed rule would nt^ change the 
criteria for being classified as 
significontly undercapitalized under 
port 702. 

102(b)( 5) Qritically Undercapitalized 
Under proposed § 702.102(a)(6), a 
credit imion is classified as critically 
undercapitalized if it has a net worth 
ratio of less than 2 percent. The 
proposal would not change the Gritoria 
for being classified as critically 
undercapitalized. 
lQ2(b) Roclassificalion Based on 
Supervisory Criteria Other Than Net 
Worth 

Proposed § 702.102(b) would remain 
mostly unchanged firom current 
§ 702.102(b), with only a fow 
amendments to update tonuinolugy and 
make minor edits for clority. No 
substantive changes ore intended. 

lQ2(o} Non-Delegation 
Propoecd § 702.102(c) would be 
unchanged current § 702, 102(c). 

102(d) Consultation With State Ofildols 
Proposed §7D2.102(d) would remain 
mostly unchanged from exurent 
§ 702. 102(d), with only a few small 
amendments for consistency with other 
sections of NCUA's regulations. No 
substantive clionges aro intended. 

Section 702.103 Applicability of Klsk- 
Basod Capital Ratio Measure 
Proposed § 702.103 would change Ihe 
title 0 f cuiTCQt § 702.103 from 
"Applicability of risk-basod net worth 
requirement” to “Applicability of risk- 
based capital ratio mea.sure.” Proposed 
§ 702.103 would provido that, for 
purposes of §702.102, a credit union is 
defined as "complex," and a risk-based 
capllal ratio requirement ta applicable, 
only if the exodit union’s quarter-end 
total assets exceed $50 million, as 
reflected in its most recent Call Report, 


^ To qualify fen a higher nst wvlh ulBssiflcatlon, 
a ^ilflc^tly undaicapltalized oodU union must 
have a not wortK nwloixiUon plan apiiruvo!;! by 
NCaJA. 


2U14/Pioposed Rules- 


The proposal would eliminate current 
§ 7QZ.103(b) and define all credit unions 
with over $60 million in assBls as 
"complex,” Under the current rule, 
credit unions are "complex” and subject 
to theRBNW reejuirement only if they 
have quarter-ena total assets over $50 
million and they have an RBNW over 6 
percent. In the proposed rule all credit 
unions ivlth total quarter end assets over 
$50 million wouldbe considered 
"complex” and subject to the risk-basod 
capitm ratio. 

In January 2013, NCUA revised port 
702 by increasing the asset size of credit 
unions subject to the xisk-beaed net 
■worth requirement from $10 million to 
$50 million,®® In setting toe $5 D million 
asset threshold, the Board considered 
the following foctors for a variety of 
asset size ranges: 

• nie percentage of industry assets 
and units; 

• Credit union complexity as 
measured by products and services; 

• The history of failures; and 

• ThorlsktothoNCUSIF. 

NCUA estimates that, as of June 30, . 
2013, approximately 2,237 of 8,681 
credit unions roperted total assets ovor 
$50 million, These credit unions hold 
approximately 94 percent of total credit 
union aystnm assets. 

Section 702.304 Risk-Based Capital 
Ratio Maasures 

Proposed § 702.104 would change the 
title of current § 702.104 from "Risk 
portfolio defined” to "Risk-basod capital 
ratio measures.” Proposed § 702,104 
would entirely replace the requirements 
for calculating the RBNW requirement 
.for "complex” credit unions under 
ctirronl § 702.104 with a now risk-basod 
capital ratio requirement.^® The 
proposed section would require all 
"complex” credit unions to calculole 
the risk-based capita] ratio as dir€)cted in 
this section. The proposed rfok-basod 
capital ratio is designed to enhance 
suxmd capital managomont and help 
ensure that credit \mious maiulaiu 
adequate lervefo of loss-absorbing capital 
going forward, strengthening the 
stability of the credit union system and 
ensuring credit union.*: serve as a source 
of credit in times of stress, 


On Itmuaiy IB, 2013, NCUA publlshod a final 
rulQ and IRVS 13-1 Tcdofinina "small ontlly” a.i a 
C9«dit tuiion with loss than fSO million in assets 
and amonillng 12 GFR 702.103 biLTBssing In $50 
million the asset threshold usod to daitna 
“camplox” credit untun foi dstaoniaod whether 
RBNW roqulramouts oppfy. 7B PR 4032 (Jim. 18, 
2013 ). 

«12 U.a.C. 17Mkl(<l], 
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104(a) Calculation of Capital for die 
Risk-Based Capital RaUo 
Proposed § 702.104(a) would provide 
that to detormlno its risk-based capital 
ratio, a complex-credit union must 
calculate the percentage, rounded to two 
decimal places, ofitsrisk-bQSod capital 
numerator as descu'ibod in § 702.104(5) 
to its total risk-weighted assets 
denominator as described in 
§ 702.104(c), In simplest teims, the 
proposed risk-based capital ratio would 
be the percentage of a defined piGBSure 
of the equity and other accounts hold by 
a credit union that are available to cover 
losses, divided by a defined riak- 
welghted asset b^e. The proposed 
method of calculating risk-based capital 
would be generally consistent -with the 
methods used in other sectors of tho 


financial services Industiy. Conversely, 
the method of computing tbo RBNW 
meaBuie in currant § 702.104 is unique 
within the financial services industry, 
and irequmUy results in confusion and 
incorrect analyses when industry 
analysts attempt to compare cro^t 
union risk-weights for assets to bank 
rlek-waights iot assets. As with the 
currant RBNW ratio, the proposed risk- 
based capital ratio calculation would be 
calculate fffimarily using infiormatlon 
credit unions alreacfy report on the Call 
Report form required under § 741.B(a)(2) 
of NCU A’s regumtions. 

104(b) Risk-based Copita) Ratio 
Numerator 

Proposed § 702.104(b) would provide 
that tho riek^ased capital numerator is 


the sum of tho specific certain capital 
elements listed in § 702.104(b)(3), minus 
certain regulatory adjustments listed in 
§ 702.104(b)(2), The proposed 
numerator for tho risk-based capital 
ratio would continue to consist 
primarily of the components of a credit 
union's net wortli. In order to capture 
all of tho material risks while keeping 
the calculation from becoming overly 
complex, the proposed rule would add 
some additional equity Items and other 
specified balance sheet items would be’ 
subtracted. The goal of the proposed 
riak-hasod capital ratio numerator is to 
acliiove a measure that reflects a more 
accurate amount of equity and reserves 
available to cover losses. 


TABLE 5— Proposed Risk-Based Capital Numerator 


Additions 

Deductions 


NCUSIF deposH. 

Goodwlli. 

^her Intanglbte assets, 

Idenllfled losses rv>t reflecled as acyuslments io components o( the 
risk-based numerator. 




Net incoms. 

ALLL (ilmited to 1.25% risk assets). 

Secondary capital accounts included ki net worth. 

Section 208 assistance included In net worth (as daflnod §702.2). 


104(b)(1) Capital Elements of the Risk- 
Based Capital Ratio Numerator 

Proposed § 7Q2,104(b)(l) would list 
the capital elements of the risk-based 
capital numerator as follows: 

• Undivided eaminge (includes any 
regular reserve); 

• Appropriation fomon-conforming 
invaatmonts; 

• Other reserves; 

• Equity acquired in merger; 

• Net income; 

• ALLL, limited to 1.26% ofriak 
assets; 

• Secondery capital accounts 
included in net worth (as defined in 
§702.2); and 

• Section 206 essi.stance included in 
not worth (as defined In § 702.2). 

Tho proposed risk-based numerator 
would include the equity acquired in 
merger component of the balance sheet 
This, equity item would he usod in place 
of tha total adjusted retained earnings 
acquired tlirough business combinations 
amount credit unions report ou the PCA 
Not Worth Calculation Worksheet in iho 
Call RepcffL The equity acquired in 
merger is the GAAP equity i-ecorded in 
a businoes comhinotion and can vary 
&om tho amount of total adjusted 
retained earning acquired through 
businos.s combinations, which is not a 


GAAP accounting item. The use of 
equity acquired in a merger, as 
measured iising GAAP, more accurately 
refiocts tho overall value of the business 
combination transaction. 

Becauso the ALLL is evailabla to 
cover oxpocted levols of loan losses, tho 
proposed numerator also would include 
the ALLL, hut It would bo limited to 
1.25 percent of total risk-waighted 
assets.** The RBNW calculation for 
ALLL in current § 702.104(h) is limited 
to 1.50 percent of loans and is indudod 
a.*? a roduction in tho level of risk assets. 
By establishing a limit in the amount of 
ALLL included in the numerator, the 
proposed rule would provide an 
incentive for granting quality loons and 
recording loan losses in a timely 
manuer. Tlie proposed 1. 2D percent 
limit should aot result in a disincontlve 
to fully fund tho ALLL above tho 1.2C 
percent coiling, because complex credit 
unions aro bound by GAAP in 
maintaining the ALLL. NCUA ostimatos 
that, as of June 30, 2013, iqipruximately 
468 of the 2,237 ‘'complex’* credit 
unions have an ALLL greater than 1.25 
percent of total risk assets. 


Ihe 1.35 pCKoot ofiisk-wolghlAd aiRtrts 
limil&licm is <xm«8taia with tho Baaol III fraUTWOifc 
and Che ragulaCoi; c»p)lal nilu for U.S. bnnks. 


Tho proposed risk-based capital 
miinsrator would not include the 
following Call Report equity Items: 

• Accumulated unroaJized gains 
(losses) on available for sale socurities; 

• Accumulated unrealized losses for 
OTTI on debt securities; 

• Accumulated unro^izod net gains 
(lossos) on cash flow hedges; and 

• Other comprehensive income. 

NCUA recognizes tho items llstod . 

above reflect a credit union’s actual loss 
absorption capacity at a specific point in 
time, hut includes gains or losses that 
may or may not be roallsBd. NCUA also 
recognlzos that including those items In 
the risk-based numorator could lead tu 
volatility in tho risk-based capital 
raoasTiro, difficulty in capital planning 
and a.sset-inaiiagoment and other 
unintonded consequoncos.*® 
Accordingly, NCUA chose to exclude 
UiosB Itoms from the proposed ri.sk- 
bosed capital numerator. 

104(b)(2) Risk-Ba-sed Capital Numerator 
Deductions 

Proposed § 7D2.104(bX2) would 
provide that the elements doductod 


Tbo Other Fodtstri Boaiung Agemdes' 
ngulatoiy ca^tal rales (12 CFR S24.22) allow 
iiuUtutlnis to rn^e an upt-oul oloctwn for dioilsr 
accoHDU, Sob, b.^., 7B FR 55336 (Sopt. 10, 20131. 
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from the sum of the xisk-bosed capital 
eloments arc; 

• NCUSIF Capitalizalion Deposit; 

• Goodwill; 

• Other intangible assets; and 

• Identified Iosbbs not reflected in tha 
risk-based capital ratio numerator. 

In ordecc to achieve a risk-based 
capital numarator reflocUng equity 
available to cover losses in the event of 
liquidation, goodwill and other 
intangible assets would be deducted 
from both die risk-based capital 
numerator and denominator. Goodwill 
and other intan^ble assets contain a 
h^h level of uncertainty re^rding a 
cr^t union's ability to realize value 
from these assets, especially under 
adverse financial conditions. 

The proposed rule would address 
concems about the NCUSIF deposit 
reflected on the NCUSIF’s balance sheet 
both as equity to pay losses and as an 
osset of the insured credit unions. In the 
proposed rule, the NCUSIF deposit is . 
subtracted from both tho numeratOT and 
denominator of the riek-based capital 
ratlo.4® This treatment for the risk-based 
regulatory capital standard would not 
alter the NCUSIF deposit accounting 
treatment for credit unions. 

The proposed rule would include a 
provision to allow for identified losses, 
not otherwise refloctod as adjustments 
in the risk4ja9ed capital numerator, to 
be deducted to reflect an accurate risk- 
based capital rado. The inchisinn of 
ld€mt!5od losses would allow for the 
caiculalion of an auourete risk-bosod 
capital ratio. Examples of items that 


would be sut^ect to ttitg provision 
include shortages in the AIXL, 
undorfiinded pension accounts, and 
unsupported valuations of bond claim 
receiv^los, 

104(c) Total Risk-Weighted Assets 

In developing tho proposed risk- 
weights, NCUA reviewed the Basel 
accords and bodi tho U.S. and 
international banking systom's oxisting 
risk-weight measureE.** NCUA 
considered the coromojits contained in 
material loss reviews prepared by the 
NCUA Inapector General and GAO 
comments in thoir reviews of the 
financial services indu.stiy's 
implementation of PCA.*® As previously 
mentioned, because the FCUA requires 
the lisk-based measure to include all 
material risks, considoration was given 
to crodit risk, concentration risk, market 
risk, interest rale risk, oporatiimal risk, 
and liquidity risk. 

Propbsod § 702.104(c) would address 
concentration risk by assigning higliar 
risk-weights to larger percentages of 
assets in MBLs and real estate Toana. 

The concentration threshold amounts 
are generally based on the average 
percentage of assetn held in tha aosot 
typos. 

104(c)(1) General 

Propoaod § 702.104(c)(1) would 
provide dial total risk-weighted assets 
include risk-weighted on-balonce sheet 
assets as described in §702.104(cK2}, 
plus the risk-weighted off-bolonca sheet 
assets in § 702.104(c)(d). plus tho risk- 


weighted derivatives in § 70Z.104(c)(4), 
minus the risk-based capital numerator 
deductions in § 702.104(b)(2). The 
• proposal would require a complex 
oro^t union to calculate Its risk- 
weighted asset amount for Its on.- and 
off-balance sheet exposures. (NCUA’s 
Call Report system would be upgraded 
to conduct the calculations 
automatically.) In the proposal, risk- 
weighted asset amounts would generally 
be determined by assigning an on- 
balance sheet asset to broad risk-weight 
cat(^ori 08 according to the'asset typo, 
collateral, and level of concentration. 
Similarly, risk-weighted assets amounts 
ibi off-l^ance sheet items would be 
calculated using a two-step process: (1) 
Multiplying the amount ofthe off- 
balance sheet oxposuTO by a credit 
conversion factor (CCF) to determine a 
credit equivalent amount, and ( 2 ) 
assigning the CTedit equivalent amount 
to a relevant risk-weightod category. A 
credit union would determine its total 
risk-weighted assets by calculating (1) 
its risk-weighted assets, minus (2) 
goodwill and other iatsngibios, and 
minus (3) the NCUSIF deposit 

] D4(c)(2) Risk-Weights for On-Balence 
Sheet Assots 

Proposed § 702, 104(c)(2) would define 
the risk categoiios and risk-weighls to be 
assigned to each speciflcallv defined on- 
balancD shoot asset. All on-balance shoot 
assots would be assigned to one of tho 
categories and risk-weights listed in 
Table 6. 


Table 6— Risk-weisht Categories and Associated risk-weights 

Rlsk-wolght category 

Risk-wolght i 

items Inclixlod 



• Cash on hand, which includes the change fund (coin, currency, and cash Hems), vault cash, 
vault funds In transH, andcixr^ioy supplied from outomoilc loMer machtrres. 

• NCUSIF capitalization deposK. 

• Debt Instrunenis unconcWonally guaranteed by the NCUA t>r the FDIC. 

• U.S, Qovemment obllgallons dlredly and uncondlllonaBy guaranteed by the full faith and 
credit of the U.S. Govemnienl, l.ii^dlng U.S. Treasury bills, notes, bwds, zero coupon 
borrds, and separate trodng of registered interest and prlnctpot securRles (STRIPS^- 

• NoivcteBfKjuent student loons unconditionally guaranteed by e U.S. Gewemmant agency. 

• Cash on depodt, whirit tnoludes balances on deposit in Insurod ffrtanola! [nslHutlons and de- 
posits In transIL These amounts may or may rxX be subject to wtlhdrewai by check, and liny 
may or may not bear Int^^t. Examples Includa overnight arasunts, corporale credit union 
dally accounts, money market accounts, and checking accounis. 

• Cash oqulvalenls (Investments with orlglnai matutlUes of three mcndis or less). Cash equiva- 
lents are shorl-iorm, highly liquid non-socurlly inveslmenls dial have an origtrvol nrafurRy of 3 
months or less at the time o( purchaao, are readily convertlWe to known amcMils of cash, 
end arc used as pari of the credR union's cash manag^nent activities. 

• Tho total omount of investments with a weighted-average life of one year or less. 

1 • Residential mortgages giarantesd by tho federal government through the FHA or the VA. 


ZOpercsnl 



Soe U.S. Govt AccoiuUobilUy OfRco, GAO-04r- 
849, Available lufbrmatian. Indicates No Compelling 
Need ibr Sonmadaiy Coital (2M}4}, available at 
bUp:f/mm.gfia.sov/assets/2S0/243S42^df. 

«11j9 Basel CQinmlUee on Banking SriporviBlon 
(IKillS) piblishod Base! IB in Decombecr 2010 and 
revised It in Jims 2011, avaihbh al hUp:// 
wwwMls.arg/publJbcbslSBJtlin. 


^'’Section 9tt8 of the Dodd-I^nok Wall 
l^ona and Consumer PrcdeolioD Act obligates tho 
NOUA's luqjecUn Coaeral to conduct ioaterial loss 
nvisws (MLSs) of crodit unions Uud iacrunod a lost 
of$2SjniU!ani»iDaeolottiBNCS]SlF. 2d eddition, 
seetioit 988 tHquiros tlie htCUA's lospoctoi Genertl 
(Q revlow all losses under Ibo S2S isliliou thiesbold 
to assess wlieibK an in-depth nviow is wamnlad 


due to unusual clraoEiistancos. ThoMI.Rfi are 
avatloble at hitp;//innrjicu(Lgov/cAoui/Loadei^{p/ 
CO/OIG/Pogi^Mat0TialLos^oviewsMspx; see aim 
CAO/GOo-oo-iss (fuly lees): GAO-07-aB3 
2007). GAO-11-012 (fima 2011), GAO-12-247 (Jan. 
2D12), and GAO-13-71 (Jan, 2018). 
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Table 6 — Risk-Wbght Categories and AssociATED RisK-WEiGHTS—Contlnued 


Rfsk-welgtit category 


Rlsk-welgW 


50 percent . 


Category 3 ... 

Category 4 ... 

Category 5 ... 

Category 8 ... 
Category? 

Category a ... 

Category 9 ... 
Category 10 . 


75 percent 


too percent 


125 percent 
150 percerrt 


200 percent 

250 percent ....... 

1,250 percent .... 


Items included 


Loans guaranteed 75 parorar^ or. more by the SBA, U.S. Department of Agrlorliure, or other 
U.S. Government agetx^. 

The tolat amount of investments with a weighted-average life of greater than etna year, but 
less than or equal to three years. 

The total amount of oirr^ end non-doilnquenl first mortgage real estate loans tess than or 
equal to 25 percortttrf total assets. 

The told amount of Invealmanlfi with a weighted-average life of greater then three years, but 
less then or equd to Qve years. 

Currort and non-deSnquent unsecured credit card loans, other unsecured .loans and lines of 
credit, shoil-t^, smal amount loans (STS), now vohicte ic»ns, used vehicle loans, leases 
rec^tvable and alt other lows; (Excluding loans reported as MBLs). 

Current end rron-deiinquent first mortgage real estate loans greater than 25 percent of total 
assets and less than or equal to 35 percent of assets. 

Corporate credit union nmperpetual capKal. 

The total outstanding prin^sal anx>unl loaned to CUSOs. 

Currerrt ar»d non-deltrK|U^ first modgage real osiate loarts greater than 35 percent of total 
assets. 

Deflnquent first mortgage real estate bans. 

Other real eslate-seour^ loans loss than or equal to 10 [Mrconl of assets. 

MBLs loss than or equal to 15 percent of assets. 

Loans held for sale. 

The total amount of any foreclosures and repossessed assets. 

Land and building, less depreclailon rm building. 

Any other fixed assets, suir as furniture arid flxturos and ieasehold Improvoments. less re- 
lated depreciation. 

Current rxn-feder^ Insured student loans. 

Ail othor assets not apedflcaly assigned a rlsK-welghl bu! bduded bi tho balonce sheet. 

Total £imount of all other real aslale^ecired loans greater Uian ID percent of assets and 
less than or oquffi to 20 percent of asssis. 

The total amount ol Investments with a weighted-average Ufa of greater than five yaars, but 
toss Ihen or equal b Ion years. 

Any dsfinqusnl unsecured credit card bens; othor unsecured loans and lines of credit; short- 
term, smaB amount loans; norvfoderally guaranteed student loans; new vehicle b^ns; used 
vehloie bans; toesea receivable; and all other bans (excluding bans reported as MBLs). 

Tho total amount of alt other real esiate-secured loans greater than 20 percent of assets. 

Any MBLe greater than 15 porcent of assols and less than or equal b 25 percent of assets. 
Corporate credit unton per|:»hjai capital. 

The total amount of Investments with a wolghlod-average fife of greater than 10 years. 

Ttio total amount cS MBLs greater than 25 percent of assets, other than MEis included In 
Category S ebove. 

The total vsbe of Invosim^te in CUSOs. 

The total value of mortgago seivbing assets. 

An ossehbacked Investment for which the credll union is unable to demonstmte, as roquired 
under §7(ffi.104{d), a comprehonsive understanding of the features of the asset-backed In- 
vestment that would materiafiy affect Its poitormance. 


A furdieT explanation of rlsk-weigUts 
based on balance sheoL asset typo 
follows, 

Caish and ^yestnrent risk-weights. 
Tho proposal generally would maintain 


the existing structuro for measuring ri.<dc- 
weights for most cash items and 
invcslmouis. For specific iiiveslmonls, 
the risk-weights would continuo to be 
based upon tho “welghlod-avorago life 


of invostments" (WAL), as defined 
within the regulation, WAL is 
gonerally the average time until a dollar 
of principal is ropaid, 


Table 7— Proposed Risk-Weights for Cash and Investments 


Horn 

- 

Proposed 

risk-wetahl 

(peroeril) 

Cash on bond - 


NCUA and FDIC bared Quarantoed Notes : 


Direct, uncondlUena! U,S. Govemownl obllqatfons 


Cash on deposit , 

20 

Total Investmonle with WAL ^ 1-vear 


Told investments with WAL >l'y0at and <i 3-voars 


Total investmonls with WAL >3-yBaf and s S-voars 


Corporate wodlt union nonperpotual caoital 


Tolal Inveslments with WAL i»5-Y8af and s 10-vears . . ' 


Tola! Invoslmsnls with WAL > 10-yeare 

2tX) 
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Table 7— Proposed Risk-Weights for Cash and Investments— C ontinued 




Pnxxised 


Itsm 

rlrit-wel^t 

(f»rc8nt) 


200 



Cash held by a credit union fox 
normal opOTations— such as vault cash, 
ATM cash, and teller cash — typically 
present no risk because it is protected 
trom loas by a credit union’s 0delity 
bond and would be assigned a zero riak- 
weighL 

To maintain continuity and provide a 
fair measure of the interest rate and 
liquidity risks associated wlth longer 
term investments, the proposed rule 
would continue to use the measure in 
current § 70Z.105 for inveshnents. The 
current risk-weights for investments 
relied on the results of 300 basis point 
interest rate “shock tests” to corroborate 
the assigned risk-weights. The 300 basis 
point shock test is a widoly accepted 
measure of interest rate risk. The 
proposed risk-weight for investmonts 
with a WAL of less than 6 years would 
bo lower, relative to the existing rule, to 
reflect lower intarost rate risk and 
liquidity risk. The proposed risk-weight 
for investments with a WAL from 5 to 
10 years would be about the same and 
tho risk-weight for invostmonte with a 
WAL over 10 years would bo docieased 
slightly. 

The proposal would lower the rlak- 
wei^t for direct andunccmditional U.S. 


Govmnmcnt obligations (FDIC issued 
Guaranteed Notes, and other U.S. 
Government obligetions) from the WAL 
measure to zero riak-weighted assets, 
and maintain the current zero risk- 
wei^t for NCUA Ctiarnnlsad Notes. 

In the current rule, tho investment -in 
nonporpetunl and perpetual capital in a 
corporate credit union are reported in 
the “>1-0 Years” WAL bucket on the 
Call Report and assigned the associated 
risk-weight. 

Member Business Loans (MBLs). 
Consistent with the existing mlo, the 
risk portfolio for “member business 
loons outstanding” in the proposal will 
consist of loans outstanding that qualify 
as MDI.S under NCUA’s dennitlon,-*^^ or 
under a slate’s NCUA-approved 
doHnition.*' It a loan qudifies as a MBL 
when it is originated, it will remain so 
until it has bean repaid in fiill, sold, or 
otherwise disposed of. Unused M6L 
commitments would be addressed in a 
soporate off-bolanco shoot risk portfolio. 

In the current rule, the risk-weights 
for MDT.S apply across three thresholds 
based on the amount of MBLs os a 
poreentaro of total assets. Tho first 
tlmshold applies to concentrations 
between 0 and 15 percent, tho second 


applies to concentrations over 16 
percept and up to 25 percent, and the 
third applies to concentrations in excess 
of 26 percent, .The proposed rule would 
maintain the same lliroshold levels for 
assigning risk-weigbts. Since current 
MBL regulations generally limit MBLs 
to 12.25 percent of total assets, ■*'> 
typically only those credit unions with 
an MBL exemption are subject to the 
higher risk-weightings asaigued to the 
higher concentrations of kfflLs. 

Supervisory experience has 
demonstrated that certain MBLs presont 
multiple risks for which credit unions 
should hold additional capital. Many of 
tho largest losses to the NCUSIP 
occurred in credit unions with hi^ 
concontrotions of MBLs.*® Similarly, the 
foUuros of many small bonks betwoen 
2008 and 2011 wore also largely driven 
by high concentralimis of MBLs. The 
GAO reportad that in the 10 states with 
10 or more bank failures between 2008 
and 2011, tho failure of tho small and 
medium-size banks were largely 
associated with high concentrations of 
commorcial real eatate loans.®® 

As iUustratod in Table 8, tlio proposed 
rule would modorately Increase all of 
the risk' weights for h^Ls. 


TABLE 8— Comparison of Current Regulation and Proposed MBL Component 


Total MBLs 

Current MBL riak- 
welghtinga S’— 
{cxinverted (or 

8% adequately 
ca;dtali7ed level) 
(percent) 

Proposed MBL 
rlak-we^tings 
{percent) 







Amount over 25% 

175 

200 


MRLs that are government guaranteed 
at least 75 percent, normally by tho 
Small Business Administration (SBA) or 


“Soa 12 CFR 723.1. 

-‘’'See lECTR 723.20. 

«Soo 12 CrR?2a.l6{a). 

-'"SitcNCUA Otllca <if theluiipeutDrGeiiHcu}, 
OIG-IO-ZO.OIG Capping Raftori On Matodal Loss 
Reviews (Nov. 23, ZQIO), Cbait G, avnl/ab/a at 
http'J/wwvfjiaaa.gov/aboi>l/lMtdnf^hlpjCO/01G/ 
D(^maais/OfGZOtOZOCappRpt.pdf. 

“U.S, Govemmont Accauntobility Ctfllca. GAO- 
13-704T, Caujos and Consequoiioas of Rotniil 
Cnnuinuil^BankKQUEnis dune 17., 2013), pi^ 4, 


U.S. Deportment of Agriculture, would 
rsceive a lower risk-weight of 20 percent 
under the proposed rule. 


livnllablo ai l}ttp://tvmr.gaa^v/ateats/BBO/ 
BS51B3.pdf. 

•’ The ouEPont MOL risk-wDightin((9 vvero 
caaverlMl to a coiuparoblo rbk we^U by divicIiiEg 
die current risk'weigfatiiig by 8 peroent, with 6 
perconl repereoutiogtbe lev^ ofrisL-wdghlecl 
capiul iteedod lo be ndaqoataly caj^atlzscl In tbo 
outraut rule total MBLs less than dm Ihiosboitl 16 
pMCBtil of assets roemvo a B pexcant risb-wri^UiiB, 
which is DifiilralBnl (n n 7S pezccoH risl-wnlgat 
under this proposal (B% (Dvldedby 0%). Ibennxt 
Umwbulillii the ciurenlregiilallQiiaH total MBLs 
from 15 perceivl to 25 potoont of essots received au 


As of June 2013, for the 1,579 
complex credit unions with outstanding 
MBLs, MBLs comprise an ^rogate of 


0 peroDiU lisk-wsightlng, which !r equivaleai toe 
100 pmcKitriak-WBlghtimder thisiKeposa! ( 8 % 
dividml by 6%} and ms highast coscenhatkms of 
MBLs WKwivod n 14 perumitmlc-wslgliL which is 
equivalant to a 176 percent liKk-welght mukr this 
proposal (14% divided by 8%). 

‘^Tbis is cansistent with the Other FAclenl 
Banking Regulatoiy Agonckis' oapital rules (s.g., 12 
ClfR 324.32], wbli^ mabitidn b lOD parcsid did;- 
weight for comiuoidid real eslata ((^) and 
Inclndesa 1E>0 percent lish-vrelghfcK' loans deJinad 
BS h^b voiatlllly cuminenda] real estate (HVCRB}. 
See, a^., 70 FR 56338 (SopL lO. 2013). 



Federal Registei7VoL 79, No. SQ/Ilitirsday, Febmaxy. 27, 2014 / Proposed Rules 


11197 


4,80 percent of assets and an average 
5.14 percent of assets. Only 70 of the 
credit unions holding MBLs have MBL 
portfolios in excess of 15 pOTcent of total 
Ossets. The threshold of 15 percent was 
solactad to provide for the possibility of 
a decUne in asset size once a credit 
union reaches the 12.25 percent 
statutory limit for MBLs. 

NCUA considered developing an 
alternative version of the current 
method for computing the MBL's 15 
percent concontration level that would 
havo addressed the potential for 
reduced risk in a w^-diversiHed MBL 
portfolio. However, before developing 
such a method, NCUA s taff evaluated 
the diversity of MBL loan typos using 
the data reported in the Gall RaporL The 
data was summarized into the following 
five subcategories: (1) Construction and 
development, (2) agriculture related 
loans, (3) non-farm, non-resldantial 
property, (4) commercial and industrial 
loans, and (5) unsocured hnsinesG loans. 
NCUA noted as they evaluated the Gall 
Report data that, of the 70 credit unions 
with MBLs over the 15 porrant of assetfl 
threshold that would bo subject to 
higher risk-weights on a portion of their 
MBLs, most tended to primarily 
cmginalQ one particular typo of MBL. 
The Call Report data provides no 
information on the geographic 
distribution of the MBL portfolio and 
the additional information noodad to 
proporlv identify tlio nature and extent 
of any divoisification would place an 
additional data reporting burden on 
credit unions with an uncertain result. 
Duo to tlie lack of diversity in the types 
of MBLs held by credit unions and the 
reporting requirements to potentially 
identify diversification, the Board 
docldod to propose maintaining the 
current risk-weight concentration levels. 
The Board believes that malntBining the 
current mathodologv avoids adding the 

complexity requirou to define the 
adequate level of diversification and 
associated reporting necessary to 
implement such an alternative method 
in the propo.'?ed nde. 

Real Estate I^ans. The current rule 
excludes from the real estate risk- 
weights those real ostato Loans reported 
as MBLs. The proposed rule would 
continue this exclusion. 

Tha current standard riak-woighting 
approach establishes higher capital 
requiremenlR only for "long term” real 
Bsfote loans, excluding loons that re- 
price, refinance, or mature within Eve 
years or loss. By excluding loans that re- 
price, refinanco, or mature witliin five 
years or less from higher capital 
requirements, tlie current formula does 
not addxc.'wi a large amount of real estate 
loans. As u result, credit unlona build 


real estate loan rmimentmtions vrithout 
appropriate ru^tal. Addllionally, the 
junicBT lien cetote loons, w{^ a 
significantly higher loss history, are 
combined with first mortage real eatata 
loans. An unintended conseq^uacce of 
the.cuzrentreal estate loan risk-weight 
is tha structuring of moitgago products 
to minimize capital roqulTementa which 
could impact th^e marketability of such 
loans, 

The proposed rule would recognize 
the lower loss history for current, 
prudently written first lien real estate- 
secured loans by assigning a lower risk- 
weight of 50 porcent to tho fimt 25 
porcont of assets.** To account for 
concentration risk, the risk-weight For 
first lion real estate loans would 
incToaso ibi loans botweon 25 end 35 
percent of assets from 50 percent to 75 
percent. First lien real estate loans over 
35 percent of Aftaeis would ho accorded 
a 100 percent risk-weight Tim thnwhold 
of 25 percent is based on the avenge 
percent of first mortgage real estate 
loans to total assets, which, as of June 
30, 2013, is 24.9 percent for aU complex 
credit unions. Out of tho 2,186 complex 
credit unions with finst mortgage real 
estate loans, 510 have a concentration In 
excess of 25 percent of assets and 160 
have a concentration in exco.9s of 35 
percont of assets. 

In the proposed rule, if a credit union 
holds the first and juniot lienls) on a 
property, end no omer party bolds on 
intervening lion, the credit union coidd 
treet the combined eiqposure as a single 
loan secured by a first lien for purpose 
of aasiguiim Q ^k-woight. A first lien 
real estate loan could be assigned to the 
50 porcent risk-wei At caterory only if 
it is not reslructured or modified. A first 
lien reel estate loan modified or 
structured on a permonont or trial bosis 
solely pursuant to the U.S. Troasuiy's 
Home Afibrdability Mortage Program 
(HAMP) would not be con.ddered to bo 
rostructurod or modified. A first lien 
real estate loan guarontoed by the 
federal goverumant through the Federal 
Housing Administration (FHA) or the 
Deportmont of Veterans Affaire (VA) 
goncrally would bo risk-weighted at 20 
percent. White a govammont guaranteo 
against default mitigates credit risk, it 
does not affect intarast rote risk. 

During die rocent market turmoil, the 
U.S, housing market experienced 
significant dctorioralion and 


coRsiatent with (hoOthorreilerii 
Baukhig Reculstocy Agendas’ capilol rules i2 
CPlt 324.321, which niBintainBd UioSO poiamt riik- 
wdghi IcT o»o to Tmir ramily me] oelalo loans that 
ore pmdantly oncierwilUen. nut 80 days or more 
past due, oad uot lestrudurad or modified, and a 
300 poroaut rUk-wdghi lot such loans othonrise. - 
Sae. e.g„ 70 FR 55338 (Sup(. 10. 2013). 


unprecedonted levels of mortgage loan 
defaults and home foTBclosures. The 
cause for the significant Increase In loan 
defaults and home foreclosures 
included inadequate underwriting 
standards, high-risk mortgage products 
providing for negative amortization end 
significant payment shock to die 
borrowers, unverified or undocumented 
income, and a rise in unemployment. 
Therefore, NCUA is proposing that real 
eatato-socufed loans not meeting the 
definition of first mortgage real estate 
loans would be referred.to as "other real 
estate loans” and assigned a higher risk- 
weight First lien real estate loans 
delinquent for 60 days or more or 
carried on non-accrual status would be 
included in the category of other real 
estate loans for the purpose of assignii^ 
the risk-weight. 

In the proposed rule, other real estate 
loans would be assigned a risk-weight of 
100 porcont for the first 10 percent of 
assets. To account for concentration 
risk, the risk-weight for odier real ostato 
loans would increase to 126 percent for 
loans between 10 and 20 percent of 
assets, Other r»l estate loans over 20 
percent of assets would be risk-weightod 
150 porcent. Tho threshold of 10 i> 0 rc 8 nt 
is roughly based on the average percent 
of other roal estate loans to total B.sset5, 
which, Bs of Juno 30, 2013, is 6.8S 
percent for all compJmc credit unions. 
Out of the 2,216 complex credit unions 
with other real ostate loans, 533 have a 
concentration in excess of 10 percent of 
assets and 100 h&ve a concentration in 
excess of 20 porcont of assets. 

Tables 0, ID, and 11 below provide n 
comparison of cunent and proposed 
riflk-weights for real estate-secured 
loons; 

TABLE 9— CURREtfr RISK-WEIGHTS 

FOR LONG Term Real estate Loans 


Current Risk-Weights for Long-Term Real 
Estate Loans (revised (or an 8 percent 
adequately capitalized standard) 


Dallnlllon: RE Loene— Loons Maturing, Refi- 
nanidng, or Re-Prldng in 5 yeans — RE 
Loans atso reported as MBLs = Long-Torm 
RE Loans. 


Threshold 

Curent risk- 


wajqht“ 


(perc^i) 

0-25% of assets 

75 

Excess over 25% of assets ...... 

175 


>’4 Id dmRlitgUiesopToposnd regulations, NCUA 
U miadfut tbe linpficBlious ol other reoniily 
published rogulaUrnie that have bsou issued to 
linptova tho quality of inortgaga \mdaiwrlttng. 
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TABLE 10— PROPOSED RISK-WEIGHTS 
FOR FIRST LIEN Real Estate Loans 


Proposed HieK-Werghts for Hret Lien Real 
Estate Loans 


Deflrttion: 1sl Lion RE Loans — Isf Lien RE 
Loans ateo reported as MBLs— Delinquent 
let Uffli RE Loans = Rret Uot> HE Loans. 


Threshold 

Proposed 


rlsJc-welghl 


(porceR) 

0-2S% of assets 

SO 

>26-35% oC aaaels 

76 

Excess over 35% of assets 

100 


TABLE 11— Proposed risk-Wbghts 
FOR Junior lien Real estate Loans 


Proposed Risk-Weights for Junior Lien 
Heal Eslato Loans 


DafinlHon: Junior Lien RE Loans + DelJn- 
quenl lal Lien RE Loans-^unlor Lien RE 
Loans also reported as i«@Ls » Junior Lien 
Real Estate Loans. 


Ttifoshold 

Proposed 


risk-weight 


(percent) 

0-iO% of assets ^ 

100 

>10-^0% of aasole 

126 

Ext^ss over 20% of asseis 

160 


Thfl aggregate minimum oapllal 
roquireraent, using the proposed risk- 
weights for flrst lion nu d junior lien teal 
estate loans, ie slightly less diran tbo 
cuiront minimum requirement. The 
proposed risk-weights for real estate 
loane, however, would result in a higher 
variance In the minimum capital 
roquliemont for individual affectod 
credit unions because tho risk-weights 
bettor dilfarontlato the risk associated 
with lion pasltion and cuaceniratlon. 

CuiTont consumer loans. Consumer 
loans (unsecured credit card loons, lines 
of credit, automobile loans, and loasos) 
oro generfdly highly dosirod credit 
union assets and a koy olemeut of 
providing basic llnancial services. For 


s'Tlia ikk'W'elBlUiiifls vwrB uoiivoricd lo a 
comparable risk-wnlglitby dlviJlnaiha currant tiok- 
WRiQliiiDB by S ponxinl. repissmiting tho level of 
risk-vrsigktml capital need In ad^uotoly 
cupitallz^. In im ourmit rule, long-toxin niai ralate 
loona iosa than t!io 26 {lei^ot ihceshold zeceivo a 
6 porooBt ilak-weigltUne, whldi is sqaivnlent to a 
76 panx3iU risk woigbl under this proposal {6% 
dividod by 8%]. Total iong-lerxn real oatole loons 
over (ha 26 paraem threKdioldroccive e 14 percoit 
riak-wei^ting. wMci is uqruvaimil to a l’/6 porcent 
risk weight ondcir this pKJ|»sol (14% divided by 
0 %). 

^ AoQlysis of cell report cista indicates lhal tho 
{Huposed risk weights pitHhtce wi ^gr^ote 
mtahuum cardui lequlmsenl, nt the well 
capitalized ieval, of 97 percent of tlio enrront 
minimuro RBNW roqnireinom for ml eslato loans 
whon appltod to sheeted cmlit unions. 


most current consumer loans, the 
proposed rule would assign a risk- 
weight of 75 percent, which maintains 
tho existing xisk-hased capital 
roquiremenl.®^ Non-federally 
guaranteed student loans, wmeh contain 
higher.ri^ (o.g., default risk and 
extension rif^}, would bo risk-wsighted 
at 100 percent in the proposal. Federally 
guaranteed student loam would receive 
a zero porcont risk-weight®® Table 12 
below li^ the proposed risk-weights for 
each Currant consumer loan type 
reported on the Call Report, 


TABLE 12— Proposed Risk-Weights 
FOR Consumer Loan tvpes re- 
ported ON Call report 


Consumer loan type— Less 
than 60 days dMnquont 

• Proposed 
risk-vralghi 
(porcent) 

Unsecured Credit Card Loan ... 

75 

All Other Unsecured Loena/ 

■ Lines of Crecflt 

76 

Short-Term, Srrrall Amourrl • 


Federally Guamnteed Sluden) 
Loans - 

0 

Non-Federally Guaranteed Stu- 


New Vahldo Loans 

75 

Used VahkHe Loans 

7B 

Leased Recelvabk} 

75 

AH Other Loans/Lines of Credit 

75 


De/ingruenf consumei' loans, llie 
current risk-basod capital measure does 
not contain a higher risk-weight for 
delinquent consumer loans, losing 
levels of delinquent loans ore an 
indicator of Incieased risk. To reflect the 
impaired credit quality of past due 
loons, tlie proposal would require credit 
unions to assign a ISO percent risk- 
weight to a non-real estate loan if it is 
60 days or more past due or in 
nonacccuul status. NCUA reaiizos that 
the ALLL is olready reflected in tbo risk- 
basod cnpilal numerator and increased 
pcovieion expenses decrease relaiued 
earnings. However, the ALLL is 
Intended to rover estimated, incurred 
losses as of tlio balance sheet date, 
rather than unexpected losses. The 


This is ooiisislenl with the Oilier Fedml 
Baukkig Kogulolotv Aganoios* cspKnl rules (e.g., 12 
324.32), which maintflined die 100 pcrcrait 
tisk'WoighI for Qon-delinquealconsiuuer louts. 

Sae, e.«., 78 FR 55330 (Sept 10 . 2013). 

nntil ZOlO, guaraiilaed Awfont losns ware 
availabio throu^ prlvoto loiiitiiig iosUlaticns under 
the Federal Family Bdiicattoa Luan Program 
(FPELP). Those loans Wore funded by Ifas Fedaral 
»yorniaent, hikI admlnbtered by approvml prlvftio 
lending oiganlzalious. In offecl. tneso loans were 
underwrillati (Old gnarantood by ihe Federal 
govaroment , mmulng lhat tba private loader would 
assurno no risk should thabDROworuliiinately 
dofoulL Loans issued undui this iirognan prior to 
Jotie 90, 2012 will remain im the books of credU 
unbDs forTDniiy yoars. 


higher risk-walght on past dus 
exposures onsnres suffleient regulatoiy 
capital for tho increased probability of 
unexpected losses an those exposures. 
■Rib higlrar risk-weights better capture 
tho risk associated with tha impaired 
credit quality of these exposures. 

Table 13— Proposed risk-;WeK3itts 
FOR DELINQUEI4T CONSUMER LOANS 


Consumor loan type— Delin- 
quent more than 60 days 

. Proposed 
rlsk-W8i(^t 
(percent) 

Unsecured Credit Card Loan ... 

160 

AS Oltrer Unsecued Loaf®/ 


Lines of Credit 

150 

Short-Tsfin, SrraU Amount 



150 

Non-Federaiiy Guaranteed Stu- 

deni Loans 

150 

New Vehicle Loans 

160 

Used Vehicle Loans 

150 

Leased Recelvebla 

150 

All Olh» Loans^es of Credit 

ISO 


Loans to CUSOs and CUSO 
investments. Since Cdl Roports ore 
prepared on a consolidated basis, 
wholly owned or majority owned CUSO 
ossets ore consolidated vrith the credit 
uniem's books and records with 
applicable risk-weights assigned by the 
asset type, The cummtrisk-^sed 
moosuro assigns the risk-wei^t for 
average-risk assets to tho amount of tho 
credit union's investments in CUSOs 
and loans to CUSOs, as reported in the 
Othor Asset Call Report item. The , 
proposal would increase Ihe risk- weight 
to 25D percent for investmdnts in 
CUSOs. This incroBse is due to therisk 
of this unsecured equity investment, 
which is almost always in a noii- 
pubiicly traded entity. Loans to CUSOs 
are normally a higlier payout priority in 
the Qveul of liquidation of a CUSO, and 
thus would be assigned a risk-weight of 
100 percent. 


Table 14— Proposed Risk-Weights 

FOR LOANS TO CUSOS & INVEST- 
MENTS IN CUSOs 



Proposed 

rtsk-woIgW 

(percent) 




250 



Afor^agz? servicing asset (MSA). The 
proposal would address the complexity 
and variability of the risia, including 
intoresi rata risk and market risk, 
associated with a MSA by assigning a 
250 percont risk-weight. MSAs can 
becomo impaired when interest rotes 
fall and borrowers refinance or prepay 
their mortgage Icrans. This impairmont 
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Table 6 — Risk-Weight Categories and associated RisK-WEiGKTS—ContInued 


Rt^-wal0tit ralegory 


Calogory 3 

Cs(ego{y4 


Fflsk-we^hl 


50 percent 


75 percent 


Calo^ryB ... 


100 percent 


Category B 125 percent ...... 

Cat^ory? 150 percent ...... 


Category 8 


200 percent 


Category 9 250 percent ........ 

Calogory 10 1.250 percont 


ttems included 


Loans guaranteed 75 parcel or. more by the SBA, U.S. Dopartmwt oi Agriculture, or other 
U.S. Government agency. 

The total amount of investments with a weighted-average fife of greater than one year, hut 
less than or equei |o three years. 

The total amourft cd curr^ and non-dollnquent first mortgage real estate loans less ttian or 
equal lo 25 percordof tptai assets. 

The told amowil of {nvestmenU: with a welghted-av^aga life of greater than three years, txit 
less then or equal to five years. 

Current and non-deBrtqueni unsecured credit card loans, other unsecured .lo^ and Dnos of 
creefit, short-term, smaB amount t(»ns (STS), new vohicio leans, used vehicle loans, leases 
recotveble and aR other loans; (Excluding loans reported as MBLs). 

Current end rrort-deiinqu^il first mortgage red estate loans greater than 25 percent of total 
assets and less than or equal to 35 percent of assets. 

Corporate credit union nonpsrpetual oapHoi. 

The total outstanding principal arnovnl loaned to CUSOb. 

Current ar>d non-delinquent firat mortgage real estate toena greater than 35 percent of total 
assets. 

Detinqueni first mortgage reel estate loans. 

Other real estate-secured loans loss than or equal to 10 percont of assets. 

MBLs less than or equal to 15 percent of assois. 

Loans held fm sale. 

The total amount of any foredosures and repossessed assets. 

Land and building, less dapteclatlon on building. 

Any other fixed assets, suc^ as furniture and fixtures and leas^old improvements, less re- 
let^ doprociation. 

Current rKm-federaliy lr»ured student loans. 

Alt other ass^s not spedflealy assigned a risk-weight but Induded kt the baiance sheet. 

Total amount of all other real taslals-sscured loans greater than 10 percent of assets and 
less than or equal to 20 pe.'cart of assels. 

The total amount of Invesbnents with a weighted-average Hie of groaier than five years, but 
loss than or equal lo len years. 

Any deiinqueni unsactired credit card loar^s; other unsecured loans and lines of crodlt; short- 
term, smal erruuni loans; notvfederaUy guaranloed studonl loans; new vshicte trans; used 
vehicle loans; toesee receivable; and all ofiter loans (excluding loar^s reported as h^s). 

The total amount of all othCH* real oslate-secured loans groaier than 20 percent of ^sets, 

Any MBLs groaier than 15 perceirl of assets and less than or equal to 25 percent of assets. 
Corporate credR union perpetual capital 

The total amount of Investments with a wolghled-average life of greater than 10 years. 

Tlie total amount of MBLs greater than 25 percent of assets, other Ihan MBLs Induded (n 
Category 3 above. 

The total vakie of investments In CUSOs. 

The total value of mortgage servlcfng assets. 

An asset-backed Investment for which the credit union Is unable to demonstrate, as required 
under §702.104{d), e comprehonsive understanding of the foatures of the asset-backed In- 
vestment that would matedalty alfoct its poitormance. 


A furlireT explanation of risk-woigbts 
based on balance sheet asset type 
follows. 

Cash and inveslment riek-weights. 
Tho proposel genei'ally would maintain 


the existing structure for moosuring ri.<tk> 
weights for most cash items and 
invosimonls. For specific invoslmonts, 
tbo risk-weights would conlinuo to be 
based upon tho "woightod-averogo life 


of invostments" (WAL), as defined 
within the regulation. The WAL is 
gonerelly the average time until a dollar 
of principal is repaid, 


Table 7— Proposed Risk-Weights for Cash and Investments 


Horn 

Proposed 

risk-weight 

(percent) 

Cosh on hand 


NCUA and FDIC bsuod Guaranteed Notes ' .....i.. , ! 


Direct, uncorrditlonal U.S. Govomreenl obliqattons 


Cash on deposit - 

20 

Total Inveetmente with WAL S l-year 

Totd Inveelmonta with WAL >1 -year and £ 3-voars 

20 

Total investmonts whh WAL>3-yGarand5;5-v©ars 


Corporate carxlll union nonperpotoal capital 


Trta) Irweslments with WAL >5-yeaf and 5 10-vears . 


Total invGstmaits with WAL > ib-yeare 

2(X) 
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loans; leasos reoelvoblB; and all other . 
loans (excluding loans reported as 
MBLa). 

• liio total amount of all other real 
eatate-secured loans greater than 20 
percent of assets. 

• Any MBLs greater than 15 percont 
of assets and loss than or equal to 25 
percent of asBels. 

104(c)(2}(viii) Category 8—200 Percent 
Risk-^Veight . 

Proposed § 702.104Cc)[2)(viU) would 
require that credit unions assign a 200 
percent risk-weight to the following on- 
halanco sheet assets; 

• Corporate credit union perpetual 
copital. 

• 'Iho total amount of investments 
with a weighted-average life of greater 
dian 10 years . 

• The total amount of MBLs greater 
than 25 percont of assets, other than 
MBLs included in Category 3 above. 

104(c](2)(ix) Category 0—250 Percent 
Risk-Weight 

Proposed § 702.104(cK2){lx) would 
require that credit unions assign a 250 

ercent risk-weight to the following on- 

olance sheet assets: 

• The total value of investments in 
CUSOs. 

• The total value of MSAs. ’ 

104(cX2)(x) Category 10 — 1,250 Percent 
Risk-Wfiiight 

Proposed § 702.104(c)(2Kx) would 
require that credit unions assign a 1,250 
percent risk-WBight (8% * 1,250% « 
100%) to an asset-backed Inveetmeut for 
which the (oedit union is unable tc 
deinonatratfl, as required under 
§ 702.104(d), Q compcehonsive 
understanding of the foatures of die 
asset-backed investment that would 
materially affect its performance. A 
1,250 percant risk-weiglu is equivalent 
to holaing capital equal to 100 poroent 
of the Investment’s balance shoot 
vq1uo.°® 

During the recent finoncinl crisis, it 
became apparent that many federally 
insured fiiiancial Institutions roliod 


exclusivoly on rating issued by 
Nationally Recogni^ Statistical 
Organizations (NRSOa) and did not 
orftxm intoFiial credit analysis of asset- 
acked investments. Complex credit 
unions must be ahlo to demonstrate a 
comprohensive undoratanding of any . 
investmant, particulady an 
understanding of the features cf on 
asset-hocked investment that would 
motorialiy a^ect its porfonuanoe. Upon 
purchase and on an ongoiog basis, &e 
credit \inion must evaluate, review, and 
update oa appropriate the analysis 
performed on an asset-backed • 
Invcslmeot, Jn the event a credit union 
is unable to demonatrate a 
camprehensive understanding of an 
asset-backed investment, the proposed 
rule would provide for assigning a risk- 
weight of 1,250 percent to that 
investment. 

104(g)( 3) Risk-Weights for Off-Belanco 
Sheet Activities 

Proposed § 702.104(b)(3) would 
provide that the risk-weighted amounts 
for all off-balance sheet itoma are 
determined by multiplying the notional 
principal, or face value, by the 
appropriate conversion factor and the 
assigned risk-weight as follows: 

• A 75 porcent conversion factor with 
a 100 percont risk-weight for unfunded 
oommiUnents fmr MBLs. 

• A 75 porcent conversion factor with 
a 100 percent risk-weight for MBLs 
transferred with limited recourse. 

• A 75 percent conversion factor with 
a GO percent risk-weight for first 
mortgage real estate loons transferred 
with limited recourse. 

• A 75 percent conversion footer with 
a lOQ percent risk-wei^t for other reel 
estate loons transfotrod with limited 
recourse. 

• A 75 poroent convursion factor with 
a 100 percont risk-weight for non- 
faderally guaranteed student loans 
(ransfoned with limited rocourse. 

• A 75 porcent conversion factor with 
a 75 porcent risk-woight for oil other 
loans transferred with limited racourse. 


• A 10 percent cmnvorsion factor with 
a 75 percent risk-weight for total 
unfunded commitments fio' non- 
business loans. 

The risk-based capital measure in 
current § 702.104 inoludae the amount 
of commitments outstonding for loans 
sold with recourse and unused member 
business loon oommitmentB in the 
calculation of risk-assets. The current 
rule recognizes the polenlial for these 
commitments icquidcly become dn- 
balanco sheet assets with their related 
risks. 

Under tliis proposal, a credit union 
■would calculate die exposure amount of 
an off-balance sheet component, which 
is usually the contractual amoimt 
multiplied by the applicable credit 
convorsion f^tor-(CCF). lliis treatment 
would opply to specifio off-balanca 
sheet Items, including leans sold with 
recourse, unfunded commitments for 
busineas loons, and other unfunded 
commitments, 'fho proposed rule would 
improve risk sensitivity and implement 
capital requirements for certein 
exposures through a simple 
methodology, 

Largo draws on unused MBL 
couimitments may cause liquidity 
problems and heighten exposure to 
credit risk. MBL commitments typically 
do not feature a “material adverse 
conditions*' clause as grounds for 
revocation. The proposed rule would 
assign a 75 percent CXIF and a 100 
poroent risk-woight to unused membw 
business loan oominitmonta. 

The proposal would retain the 
existing assumption that the risk 
exposure associated with recourse loans 
1.1 analogous to that associated with 
similar on-balance slioot loans. The 
proposal would reduce the existing 
capltftl requiromant for first raorlgaga 
real estate i nans and consumer loans by 
assigning them a 76 percent CCF and a 
risk-weight conaietent with the risk- 
weight assignod for the loan type for on- 
bohmeo aheot loans, 


Table 17— Proposed Credit Conversion Factors and RisK-WaGHTS t=OR Off-Balance Sheet Assets 



Proposed 

CCF 

(percont) 

Proposed 

risk-weighl 

(percent) 

Unused MBL comrritmenls „„ 



MK-a sold wHh mrourRe 



First mortgage real estate loans sold vHth recourse 



Olher real estato loans sold with recourse „ 




75 

75 


All other loans so.y with rfraiirso 

75 


pcxcoat adoqnatel; capitalizod level * l,zr>0 
poTcont = lOD ptffcWil. 
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This proposal would add arolatlvoly 
sioall capital requirement for the total . 
roporlod unhmded caMoinUmonts for 
non-MBL. The proposal would apply q 
CCF of 10 percent with a 75 paiueiit 
risk-weight. NCUA included this 


commitment with a leUttiimly small 
capital roquiremei^ in order to 
recognize die risk that a credit union 
with a substonUid amount of unfundod 
loan commitments may unexpectedly be 
required to fund such ohiigatiocs, . 


creating a drain on liquidity and a 
shifting of assets whl^ could cause a 
• significant increase in tlie minimum 
capital requirement. 


Table 1&— Proposed Credit Conversion Factor andRisk-Weiokt for Total Unfunded Commitments for Non- 

business Loans 




CCF 

(percenl) 

Proposed 

Vfeh-welght 

(percent) 



10 

75 




The proposed rule would expressly 
exclude loans sold to the secondary 
mortgage medeet that feature 
representations and warranties 
customarily required by the U.S. 
Government [e,g., Ginnie Mae) and 
govomment-sponsored enterpriaos (e.g., 
Fannie Mae and Freddie Mac). These 
include representations that the credit 
uidon has underwritten the loan and 
appraised tlie collateral in conformity 
with identified rtandarda. These 
roprosentatlans provide for the return of 
assets to the originating credit union in 
instances of incomplete documenUtion 
or fraud. Such representations would be 
exempt provided the history of payment 
on these representations Is infrequent. 
Credit enhancing representations and 
wairontles beyond the usual agency 
lequiremonts would be considered 
recourse and thus would not be 
excluded from this risk portfolio. 


104(g)( 4) Derivatives 

Proposed. §702.1 04(c)(4) would adopt 
an approach to assign risk-weights to 
derivatives that Is geDcrajly consistent 
with the approadi adoptea by the FDIC 
in its recently issued interim final rule 

^idet^lhe^PDIC'^interim rule, 
derivatives transactions covered under 
cleariug anaDgemeuls are treated 
difforentiy than noh-cleared 
transactions. The NCUA Board is 
proposing a single regulatory capita! 
approach regardless ^ the nmdil . 
imion's derivatives transaction clearing 
status. This selection of regulatory 
capital treatment is not intended to 
express a position on credit union 
clearing. This approach was sclectad 
because most credit unions have less 
than $10 billion in total assets and are 
exempt from the Conun qdity Futures 
Trading Commission's (CFTC) clearing 
requirements.^^ Credit unions with 
mure than $10 billion in total assets 
would fail under the CFTC’s rocently 


issued final rule regarding clearing 
exemption for certain swaps entered 
into by cooperatives.®® 

Der/vatives transaction jisk-weighting. 
To determino tiio risk-weighted asset 
ammmt for a derivatives contract under 
the proposed rule, a credit union would 
first determine its exposure amount for 
the contract. It would then apply to that 
amount a risk-weight based on the 
counterparty or recognized collateral. 
For a single derivatives contract that is 
not subject to a qualifying master 
netting agreement (as do^ed further 
below in this section), the proposed rule 
would require the exposure amount to 
be'tho sum of (1) the credit union’s 
current credit exposure (CCB), which is 
the greater of the fair value or zsro, and 
(2) potemtial future exposure (PFB), 
which Is calculated by multiplying the 
notional principal amount of the 
dorlvalivoe contract by the appropriate 
(inversion factor, in accordance with 
Table 10 below. 


Table 19— proposed Conversion factor Matrix for Derivatives contracts 


Remaining maturity 



interest role risk 
hodqe derivatives 

AH other 
dorivallvos®* 




O.oa 

0.005 

0.015 

0.10 

0.12 

0.16 

Greater than «ie yoar and less than or equal to frve years 

Greater lhai five years 





For multiple derivatives Gontrfwts 
subject to a qualifying master netting 
agreement, a credit union would' 
calculoto the oxposiuro amount by 
adding ilie nut GCE and the adjusted 
sum of the PFE amounts for all 
derivQtivM contracts subject to that 
qualifying master netting agreement 
Tho net GCE is the greater of zero and 
the net sum of all positive and nagatlvo 
fair values of tho individual doi'ivaUvos 
contracts subject to the qualifying 


e> Sm 7fl FR aS-SSfl {SBpt. 10, 2019). 
17 era part BO. 


master netting agreement The adjusted 
sura of the Pre amounts would be 
calculated as describod in 
§ 702.104(c)(4)(fi)(B) of the proposed 
rule. 

To recognize the netting benefit of 
multiple derivativoe contracts, the 
contracts would havo to be subject to 
the same qualifying master netting 
agreement. For example, a credit union 
with multiple derivatives conlracls witii 
a single coimterparty could add the 


“ ra FR 522B6 fAug. 22. 2013); see also 17 CFR 
B0.61. 


counterparty exposure if the 
transactions fnll under an International 
Swaps and Derivatives Association, Inc. 
(ISDA) Master Agreement and Schedule. 

If a dorivatives contract is 
collateralized by financiai coUateral, a 
credit union would first determine tho 
exposure amount of the derivatives 
contract as described in § 702,1 4(c){4)(i). 
Noxt, to recognize die credit risk 
mitigation bonoflls of the iiuBneial 
collateral, the credit union woulduse 


would indada all olUer derivatives 
cDutiacU liuiludii^ laTelgii exuliioige, equltjr, uredll, 
and commodity. 
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tho approach for coUatoialized 
transactions as dascribed in 
§ 702.1 04(c)(4Xv)(B) of the proposed 
rule, 

CollateiaUzed UnnsactionB. Under the 
proposed rule, NCUA wcmld permit q 
creut nnicm to recognize risk-mitigating 
effects of fiuanciDl collataral. The 
coliateralizod portion of the exposure 
receives the risk-weight appliceble to 
tho collatorai. In all oases, (1) the 
collateral mu^ be subject to a collateral 
agreement (for exemplei an ISDA Credit 
Support Annex) for at least the life of 
the exposure; (z) the caredit union must 
revalue the collateral Qt least every three 
months; and (3) the collateral and the 
exposure must bo donorainatodin U.S. 
dollars. 

Generally, the risk-weight assigned to 
tho collateralized portion of the 
exposure would be no less than 20 
percent However, the collateralized 
portion of an exposure may be assigned 
a risk-wei^t of less than 20 percent for 
tho following oxposuroa. Derivatives 
contracts that are marked to fair value 
on a daily basis and subject to a daily 
margin maintenance agreement could 
receive (1) a zero percent risk-weight to 
the extemt that contracts are 
collaterallzedby cash on deposit, or (2) 
a 10 ^CBut rist-weight to tlie extent 
that the contracts ore coliateralizod by 
on exposurc that qualiflea for a zero 
percent riak-weight under 
1 702,1.04(o)(2Ki) of the proposed Tulo. 

In addition, a m^it union could assign 
a zero percent risk-weight to tlie 
collateralizad portion of an exposure 
where tlie flunnr.ial coUatorol is cash on 
deposit. It also could do so if the 
finnaciol collatorai is on exposure that 
quolifiee for a zero percent risk-weight 
under § 702.104(c)(2)(l) of the proposed 
rulo, and die credit union has 
discounted the fair value of the 
collateral by 20 perconl. The credit 
union would bo roqulred to use tlio 
same approach for similar exposures or 
transactions. 

flisk management eir/dance /or 
recognizing coUateroJ. Before a credit 
union recognizes collateral for credit 
risk mitigation purposes, it should: (l) 
Condtict suffleiont legal review to 
ensure, ntthe inception of the 
collateralized transaction ond on on 
ongoing basis, that all dociimentalion 
used in the transaction is binding on uU 
parties and legally onforcoahlo In all 
relevant jurisdictions; (2) considea’ tho 
correlation batwoen risk of tlie 
underlying direct exposure and 
collatmel in the transaction; and (3) 
fully take into account tho time and cost 
noodod to realize the liquidation 
proceeds and die potential for a declino 
in collatern! value over this timo period. 


A credit union should also ensure that 
the legal mechanism under which tire 
collateral is pledged or transferred 
ensures that the credit union has the 
right to liquidate or taka legal 
. possession of tho collateral in o timely 
manner in the event of the default, 
insolvenny, or banloniphy (or other 
defined credit event) of tne counterparty 
and, where applic^la, tho custodian 
holding the'coilateral. 

In aadition, a credit union should 
ensure that it (1) has token all steps 
necessary, to fulfill any leg^ 
requirements to secure Its Interest in tho 
collateral so that it has, and moinioins, 
an onforcaablB security interest; (2) has 
set up clear and robust procedures lo 
ensure satisfoction of any It^al ’ 
conditions required for oeclaring the 
borrower's dorault and prompt 
liquidation oftlm collatBral in the event 
of default; (3) has estahlisbed 
procedures and practices for 
conservatively ostimating, on a regular 
onroing basis, tho fair value of the 
coliatoi^, taking into account factors 
that could affbet that value (for example, 
the liquidity of the mariiet for the 
collateral and doterioration of the 
. collateiul); and (4) has in place systems 
for promptly requesting and receiving 
addition^ collateral for transactions 
whose terms requJro maintonauoo of 
collateral values at specified thresholds; 
104(d) Due Diligence Requirements for 
Asset-Backed Investments 

Proposed § 702.104(d) would contain 
due diligence requirements credit 
unions would have to implement in 
domonstratiug a comprebonsivo 
understanding of the foatures of an 
essot -backed invostment. The NCUSIF 
has experienced significant losses by 
credit unions tiiot invested heavily Jb 
asset-backed investments without the 
board of directors or staff having 
sufficient expertise to undoratend and 
manage the risks. The proposed rule 
defines the general content of an 
adequate analysis and the timing of the 
analysis. 

Cd)(l) 

Proposal § 702.104(d)(1) would 
provldo that if a credit union is unable 
to demonstrate a comprehensive 
understanding, as.raquired under 
proposed § 702.104(d)(2), of the features 
of nu asset-backed investment exposure 
that would matoriolly affoct the 
porformanco of the expasure, the credit 
union must assign o 1 .260 percont risk- 
weight to the aseot-boc)md investment 
exposure, Tho proposed rule would also 
requite that the credit union's analysis 
be cximmensurate with the complexity 
of the asset-backed Invostment and tho 


materiality of the position in relation to 
regulatory capital according to this port. 

Cd)(2) . 

Proposed § 702.1D4(d)(2) would 
provide that a credit union must 
demonstrate its comprohonsive 
understanding of each asset-backed 
Invoatment exposure under 
§ 702.104(d)(1) by: 

• Conducting an analysis of the risk 
diaracleiifiUcs of an investment’s 
exposure prior to acquiring the 
investment and documenting such 
analysis within three business days after 
anqulring the exposure, conflidtsrlng: 

o Structural features of the 
investment that would materially 
impaet the performance of the exposure, 
for oxample, the contracbial cash flow 
waterfall, watarfall-related triggers, 
credit enhancements, liquidity 
• enhnnoements, fair value triggers, the 
performance of organizations that 
service the position, and deal-specific 
definitions of default; 

o Relevant Information regarding the 
performance of the underlying credit 
exposnroCs), for oxample, the percentage 
of loEma 30, 60, and 00 days past due; 
defa\ilt rates; prepayment rates; loans in 
foreclosure; proper^ types; oocupancy; 
overage credit score or other measurea of 
CToditWOTlliin^; averuge loan-to-vahie 
ratio; and Industry and geographic 
diversification date on the underlying 
BXposurofs); 

o Relevant market data of the asset- 
bucked investment, fbi' example, bid-osk 
spreads, most recent sales price and 
hisLoricel price volatility, trading 
volume, implied market rating, end size, 
depth, and concentration level of tho 
murkot for the in vestment; and 

o For roinvestenant ©(pusures, 
perfonnance information on the 
uAdBtlying investment exposures, for 
©cample, Cho Issuer name and credit 
quality, and tire chorantoi'Istics and 
performance of the exposuioB 
underlying the invostment exposures; 
and 

• On an ongoing basis (no less 
frequontly than quarterly), evaluating, 
reviewing, and updating as appropriate 
iho analysis required under this section’ 
for oach invostment exposure. 

Current Section 702.106 Weighted- 
Average Life oficvestments 

As discussed above in the definitions 
part of tho soction-by-soction analysis, 
proposed § 702.105 would replace 
current § 702.106 regarding wei^ted- 
average life of investments, and the 
definition in the current eectiba would 
bo movod to the dofinition of 

"wQightod-ayorage life of invostmente" 
in proposed § 702.2. 
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Section 702.105 Individuai IvCnimiun 
Capital Requirements 

Capital helps ensure individual credit 
unions can continue to serve as credit 
intOTmodiarioa even during timea of 
strasB, tliorahy promoting the safety and 
soundness of tno U.S, credit union 
system. As with the cuiront Part 702, 
the proposed Capital rules would be 
minimum standards generally based on 
broad credit risk and concentration 
considerations. 

A complex credit union is generally 
expected to have internal processes for 
assessing capital adequacy thatreflocte 
a hill iinderatanding of its risk exposure 
and to ensure that it holds capital 
corresponding to those riaks. The nature 
of suc^ capital adequacy assessments 
should be commensurate with the credit 
unlon'a size, complexity, and risk 
profile. Supoivisory assessment of 
capital adequacy wtiU take into account 
whether a credit union plans 
appropriately to maintain an adequate 
level of capital given Its activities and 
risk profile, as well as risks and other 
factors that can affect a credit union’s 
financial conditioit The superviaory 
assessment will also consider the 
potential impact on earnings and the 
capital hose from prospective ecwnoraic 
conditions. For lliis reasun, a 
supervisory asaessmonl of capital 
adequacy may differ simlficantly from 
oonmusions that might oe drawn solely 
from the level of a credit union's 
regulatory capital ratios, 

Tn light of those considerations, as a 
prudoht motter, o complex credit tuilon 
16 generally expected to operate with 
capital positions above the minimum 
riak'based capital measuxes and hold 
capital commensurate with the level 
and nature of the risk to which it is 
exposed. Credit unions contemplating 
significant expansion proposals ore 
expected to maintain strong capital 
levols above the minimum ratios and 
should not allow significant diminution 
of financial strength bdow these strong 
lovols to fund their expansion ^lans. 
Complex credit unions witli high levels 
of risk ate also expected to operalo with 
capital well above minimum risk-based • 
stondtuds. 

This propoaod rule includes a 
provision that NCUA may require a 
higher minimum risk-based capital ratio 
for an individual credit union in any 
case whom the circumstances, such as . 
the level of risk of a particular 
investment portfolio, the risk 
management sysloms, or other 
information, indicate that a higher 
minimum risk-based capital 
requirement is appropriate. For 
example, higher capital may be 


appropriate for a credit tmion that has 
significant eeqioEurBto declines in the 
economic value of its capital due .to 
changes in inlBrest rates. Part 747 would 
contain prooeduroe for requiring a crodit 
union to maintBin a highor minlmuu} 
capital. 

10B(a) General 

Proposed § 702.105(a) would provide 
that the rules and procedures specified 
in this paragraph apply to the 
establishment of an Individnal 
minimum capital requirement for a 
‘ credit union that varies from any of the 
risk-based capital requirementla) that 
would otherwise apply to the credit 
union under this part. . • • ■ 

106 (b) Appropriate Conaideratlons for 
Eatablishtng Individual Mihimum 
Capital Requirements 

Proposed § 702.106(b) would provide 
that ininimum capital levela higher than 
the rlsk-basod capita) requirements 
iindoi this pert may be appropriate for 
individual credit-unioos. NCUA may 
establish increased Individual ininimum 
capital requirements upon Its 
determination that the crodit union’s 
capital is or may become inadequate in 
view of the credit union’s 
circumstances. In addition, the 
proposed rule provides the following 
aituatione in which NCUA may find that 
higher capital levels are approprlato: 

• A credit union is receiving special 
stipervisocy attention. 

< A craait union has or is expected to 
have losses resulting in capital 
inadequacy. 

« A GTodit union has a high degree of 
exposure to interest rate risk, 
prepayment risk, credit risk, 
concentration risk, certain risks arising 
from nonlraditiona] octivitiea or similor 
risks, or a high proportion of off-bolance 
sheet risk. 

• A crodit union has poor liquidity or 
cash flow, 

« A credit union Is growing, either 
iotornally or through acquisitions, ot 
such a rate that supervisory problems 
are presented that are not adequately 
addressed by other NCUA regulations or 
other guidance. 

• A credit unionmay ha adversely 
offoctod by Iho oclivitios or condition of 
its CUSOs or other poisons or entities 
with which it has significant business 
relatianships, including concentrationa 
of credit. 

• A credit union with a portfeHo 
refiectlng weak credit quality or a 
significant likelihood of financial loss, 
or which has loans or securities in 
nonporforming status or on which 
borrowers fail to comply with 
repayment tonus. • 


• A credit union hoe iuadoquato 
underwriting policies, standards, or 
proceduros for its loans and 
invostmenta, 

• A credit union has foiled to 
properly plan for, or execute, necessary 
retained eamlnga growth. 

• A credit union has a record of 
operational losses tiiat exceeds the 
average of other similarly situated croiit 
unions; has management deficiencies, 
including Mlure to adoq^tely monitor 
and control financial end operating 
riaks, particularly the risks presented by 
concentrations of credit and 
nontraditional activities; or has a poor 
record of supervisory compliance, 

305(c) Standards for Determination of 
Appropriate Individual Minimum 
Capitd Requireraonte 

Proposed § 702.105(c) would provide 
that tho appropriate minimum cap! lal 
levels for an individual credit union 
cannot be deteimlned solely tlirm^h the 
application of a rigid mathematical 
formula or wholly objective criteria, and 
that the decision is necessarily based, in 
part, on a subjective judgment grounded 
In agency expertise. Tho proposed rule 
provides the following additional 
factors that may bo considered by NCUA 
in makiug its determination: 

• The conditions or circuraslances 
leading to the doterminatlon that a 
higher minimum capital eequiromeut is 
appropriate or necessary for the credit 
union, 

• Hio urgency of those circumstances 
or potential problems. 

» Tho overall condition, numagement 
strength, and future prospects of the 
credit \mion and, if applicable, its 
subsidiaries, affiliates, and busineae 
partners. 

» Tho credit union’s liquidity, capital, 
and other indicatora of financial 
stability, particularly as compared witit 
Ihoso of similarly situated credit unions. 

• Tho policioe and praoticeB of the 
credit union’s directors, offlceis, and 
senior management as well as the 
Internal control and Internal audit 
systems for implementation of such 
adopted policies and practices.. 

Current Section 7Q2.10B Standard 
Calculation of Risk-Baaed Net Worth 
Requirement 

The proposed rule would eliminate 
currant § 702.106 regarding tho standard 
RBNW raquiremont. The current rule is 
struclured so that crodit unions have' a 
standard measure and optional 
oltornaUvos for measuring a credit 
union's RBNW. The proposed rule, on 
the other hand, would contain only a 
single moasux^ent for calculating a 
credit union’s risk-basod capital ratio. 
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Accordingly, current § 702.106 would 
no longer TO necassury and has been 
olimlnated from the proposed rule. 

Current Soolion 7D2.107 Alternative 
Component for Standard Coloulatlon 

The proposed rule would eliminate 
current § 702.107 regarding the use of 
alloinative idsk-weight moasures, NCUA 
believes the current altomatlvo risk- 
weight meaBures add unnocessary 
complexity to the rule. The current 
.alternative risk-weights focus almost 
exclusively on interest rate risk, which 
has resulted in some credit unions with 
higher risk operations reducing their 
regulatory minimum capital 
roquiroment to a Lovol inconsistent with 
the risk of tlie credit union’s huaineas 
model. The proposed risk-weights 
would provide for lower risk-based 
capital requirements for those credit 
unions m^ng good quality loans, 
investing prudently, and avoiding 
concentratlonB of assets. 

Current Section 702.108 Risk . 
Ivhtigation Credit 

This proposed rule would oliminate 
§ 702.108 Tt^arding the risk mitigation 
GTodit. The risk mitigation credit 
provides a system for reducing a crodit 
union’s risk-based capital requirement if 
it can domonstrato significant mitigation 
of credit or Interest rate risk. Credit 
unions have rarely taken advantage of 
risk mitigation credits, with only one 
credit union reoaiviog a risk mitigation 
credit. The review of a credit union's 
Application for a risk mitigation credit 
requires a substantial commitmeut of 
NCUA and crodit union resources. In 
practice, it is very difficult to determine 
the validity of the credit union’s 
mitigation offorts and how much 
initiation credit to allow. 

Mandatory and Ciscretlonary 
Supervisory Actions 

Section 210(a)(z) of tho FGUA diiocts 
NCUA to take prompt corrective actions 
to resolve the problems of insured crodit 
unions.®^ To facilitate this pui’pose, the 
PCUA defined fivo regulatory capital 
catogorios that include capital 
thresholds for a defined not worth ratio 
and risk-basod capital measure for 
“complex" credit unions. These five 
PGA CHtegorins are; Woll capitalized, 
adequately capilalizod, 
undarGapitalizod, significantly 
undercapitalized, and critically 
undercapitalized. Q-odit unions that fail 
to meet those capital measui*es are 


»*12 U.S.G 17MM(a)(2). 


subject to increasingly strict limits on 
their activities.®® 

The proposal would gwiorally 
maintain existing mandatoiy and 

discretionary aupervisoiy actions (PCA 
actions) currently ooutaiued in 
§§702.201 through 702.204.®? Tho PCA 
actions aid in accomplishing the PCA's 
purpose and provide a transparent guide 
of supervlsoiy actions that o credit 
union can expect as capital measures 
decline. 

Section 702.106 Prompt Corrective 
Action for Adequately Capitalized 
Credit Unions 

The proposed rule would renumber 
currant § 702.201 as proposed § 702.106, 
and would make only minor conforming * 
amendments to the text of the section. 
Consistent with the proposed 
elimination of the regular reserve 
Tequirement In current § 702.401(b), 
proposed § 702.106(a) would be 
amended to remove the requirement 
that adequately capitalized credit 
unions transfer the earnings retention 
amount hum undivided earnings to 
their regular reserve account. 

Section 702.107 Prompt Corrective 
Action for Undercapitmized Credit 
Unions 

The proposed rule would renumber 
current §702.202 as proposed §702.107, 
and would make only minor conforming 
araohdments to Uie text of tho section. 
Gonsietont with the proposed 
elimination of the regular reserve 
requiromont in current § 702.401(b), 
proposed § 702.107(a)(1) would bo 
amended to remove the requirement 
that undercapitalized credit unions 
transfor the oomlngs retention amount 
from undivided earnings to their regular 
reserve account. 

Section 702.108 Prompt Corroctivo 
Action for Significantly 
Undercapitalized Credit Unions 

The proposed rule would ronumbor 
mirrant §702.203 os proposed §702.108, 
and would make only minor conforming 
amendments to the toxt of (ho section. 
Consistout with the {U’opoaod 
eliininotion of the regular roservo 
requiremonl in current § 702.401(b)f 
proposed § 702.10e(a)(l) would be 
ainendod to remove the requiremont 
that sigiiifiCRntly undercapitalized 
credit unions transfor the oomlngs 
retention amount from undivided 
oarnings to their regular reserve 
account. 


Crodit imkiD doHnod 09 "now obIdiis'' 
□ndor BOcUoQ 1790[dXz) of the FCHJA a» suhjoct to 
nn idtorniitivo PCA Bygtinn. 

*^Tho recnitrements would he moved to pmposad 
SS 702.100 Uunish 702.300. 


Section 702.109 Prompt Corrective 
Action for Critically Undarcapitulizad 
Credit Unions 

The proposed rule would renumber 
current § 7D2.204 as proposed § 702.1D9, 
and would make only minor conforming 
amendments to the toxt of the section. 
Consistent with the proposed 
eliminotion of the regular reserve 
requirement in currant § 702,401 (b),' 
proposed § 702.109(a)(1) would be 
amended to remove the roquiremeht 
that critiGally undarcapitalized crodit 
unions transfer the Gaining retention 
amount from undivided oarnings to 
their regular reserve account. 

Section 7D2.110 Consultation With 
State Offlciol on Ihoposed Prompt 
Corrective Action 

The propoBod rule would renumhar 
cuTTont § 702.205 as proposed § 702.110, 
and would make only minor conforming 
amendments to the text of the section. 

Section 702.111 Net Worth Restoration 
Plans (NWRPs) 

Tha proposed rule would renumber 
current §702,208 as proposed §702.111, 
and would makd only minor conforming 
amendments to the taxi of most of the 
subsections, with 0 few exceptions 
discuBsad in moro detail below. 

111(c) Contents of NWRP 

ProTOsed § 7D2.ili(a)(i){l) would 
provide that tho contents of an NWRP 
must spociiy e quarterly timelahle of 
steps the credit union tEdte to 
increase its not worth ratio and risk- 
based capitaj mtio, ifappUeabla, so that 
it bocomos adequately capitalizod by tho 
ond of the term of the NWRP, ond will 
remain .so for four (4) consecutive 
calendar qxiartarsj and that if complex, 
the credit union is subject to a RBNW 
raquiroraont thot may require a not 
worth ratio higher than 6 porcont to 
hacomo adequately capitalized. The 
proposed rule would add tho italicized 
words “and risk-basad ctipital ratio, if 
applicable” above to clarify that an 
NWRP prepared by a complox credit 
union must specify the steps the credit 
union will take to Increaeo its risk-based 
capital lutlo. 

In Qd(fition, consistent with tha 
proposed elimination of the regular 
reserve requirement in current 
§ 702.401(b), proposed . 

§ 702.31l(c)(l)(ii) would bo amondod to 
roraovo the roquirament that credit 
unions transfer the earnings retention 
amount from undivided oarnings to 
their regiilar reserve account 
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1 11 (g) NWRP Not Approved 
111(g)(4) Submission of Multiple 
Unapproved NWRPs 
Proposed § 702.111(g)(4) would 
provide that the submission of more 
than two NWRPs that are not approved 
is considered au rmsafe and unsound ■ 
condition and may subject the credit 
union to administrative enforcement 
actions under section 206 of tho 
FCUA.®'* NCUA regional directors have 
expressed concerns that some credit 
unions have in the past submitted 
mulUple NWRPs that could not bo 
approved due to non-compliance with 
the requirements of the current rule, 
rosultlng in delayed implementation of 
actions to improve the credit union’s not 
woiih, The proposed amendments are 
intended to clarify that submitting 
multiple NWRPs that are rojected by 
NCUA, or the epplicable state official, 
because of tho inability af the o-edit 
union to produce on acceptable NWE^? 

Is on unsafe and unsoimd practice and 
may subject the credit union to further 
actions as permitted under tho FCUA. 
lllO) Termination of NWRP 
Proposed § 702.1 llQ) would provide 
that, for purposes of part 702, an NWRP 
terminates once the credit union has 
been classified as adoouately capitolized 
or well capitalized ana for four 
consocntive quarters. Tlio proposed 
paragraph would also provide as an 
example that if a credit union with an 
active NWRP attains the classification as 
odequatsly capitalized on Docember 31, 
2016, Uds would bo quarter one and the 
fourth consecutive quarter would ond 
Soptembar 30, 2016. The proposed 
paragraph is intended to provido 
clarification for credit unions on Uie 
timing of an NWEP’s termination. 
Section 702,112 Reserves 
'llie proposed rule would ranuiaber 
CTirrent § 702.401 as proposed § 702,112. 
CJonsistent wltli tho text of curreut 
§ 702.401(a), it also would require tliot 
each credit \mlcin establish and 
maintain such reserves os may bo 
required by tho FCUA, by state low, by 
regulation, or, in special cases, by the 
NCUA Board or appropriate state 
official. 

Regular reserve account. As 
mentioned above, lha proposed rule . 
would eliminate current § 702.401(b) 
regarding tho regular reserve account 
from the oareings retention process. 
Additionally, the process and substance 
of requesting permission for charges to 
the regular reserve would bo eliminated 
upon the effective date of a final rule. 


“12 IJ.S.C. 17fiB and 17S(kl. 


Upon the effectivs dote of a final rule, 
federal credit unions wctuld close out 
the regular reserve balance iuto 
undivided enmings. A state-charlerod, 
f^erally insured credit union may still 
be required to mauatain Q-Togularrosorve 
account by its respective state 
suj^rvisory authority. 

Board inifiaRy included the 
regular reserve in part 702 for purposes 
of continuity from pest regulatory 
axpoctations that involyed this account 
to ease credit unions' transition to the 
then new PCA rules. The r^ular reserve 
accoimt is not nacessary to satisfying 
the Btatutoiy '‘earnings retention 
requirement" and is not required under 
GAAP. CUMA A requires credit unions • 
that are not well capitalized to 
“annually set aside aa net worth an 
amount equal to not less then 0.4 
percent of its total assets." The 
earnings retontion roquiremenl in 
cun'ent § 702.201(a) requires a credit 
union that is not well.CQpltalizod to 
increase the “dollar amount of its not 
worth either in the current quarter, or 
On average over the cuiront and three 
preceding quarters by an amount 
equivalent to at least 1/lOlh percent of 
total assots." Under the emrent tule, the 
credit imion must than “qwntorly 
transfor that amount" from undivided 
oarnlnga to the regular reserve account. 
IncroQBing not worth olouo satisfies the 
statutory eanungs retention 
requirement. Tim additional step of 
transferring eorninge from the 
undivided earnings account to the 
regvilar reserve account is not uecossary 
to meet the PCA statutory requirement, 

The regular reserve was initially 
Incorporated into the earnings roteutlon 
process because of &miUarity. Prior to 
PCA, credit unions used tho regular 
reserve account under the former 
rosetvlng process prescribed by the now 
repealed section 116 of tho FCUA.^® 
However, examiner oxporience indicates 
that einco PCA was first implomenled, 
the regular reaervo accoiU 2 t in part 702 
has been a source of unnecessary 
confusion. Some credit unions have 
continuEK] to make transfers as if the 
repealed soction 118 wore still in force. 
Other credit unions havo confused tho 
purpose of the regular reserve in the 
currant PCA process. Thus, some credit 
unions hove made earning 'transfers 
that arc not required and othcr.s have 
done so without first increasing not 
wortli. 

For those reasons, iho Board now 
considers the regular roserro account to 
bo obsolete and proposes its elimination 
tipon the effeclivn date of a final rule. 


«12U.S.ai7BDt®)(l). 
«12.UAC. 1763, 


The proposed rule eliminates the cross 
roferances to tho regular reserve 
requirement as discussed in more detail 
in each corresponding port of tho 
sBction-by-seclion analysis. 

Section 702.113 Full and Fair 
Disclosure of Financial Condition 

Thfl proposed rula would renumber 
current § 702.402 as proposed § 702,113, 
and would make only minor conforming 
amendmonts to the text of the section 
with ono exception, wldch is dlscu.ssed 
in more detail below. 

113(d) Ghaigos'for Loan Losses 

Consistent with the proposed 
elimination of the rt^lar reaerve 
roquiremont in current § 702,40l(b], 
proposad § 702.113(d) would be 
amended to remove paragraph (d)(4} of 
the current rule, which provided that 
the maintenance of an Al.T.T, shall not 
affect the reqitlrement to transfer 
oamings to a credit union’s regular 
reserve when required under subparts B 
01 ' C of this part 

Section 702.114 Payment of Dividends 
. Tho proposed rule would renumber 
current § 702.402 as proposed § 702.114 
and make a number of amendments to 
the text of subsections (a) and (b), and 
add new subsection (c). 

114(q) RestrlcUon on Dividends 

Current § 702.402(a} permits credit 
unions with a depleted undivided 
earnings bolonco to pay dividends out of 
the reguler reseive account without 
regulatory approval, as long as the credit 
union will remain at least ^equately 
capitalized. Proposed § 70Z.114(a), 
however, would allow only credit 
unions that have substantial net worth, 
but no undivided earnings, to pay 
dividends without regulatory approval. 

114(b) Payment of Dividends if Retained 
Earnings Dsplotad 

Proposed § 702.114(b) would provido 
that well capilalizad credit unions could 
' pay dividends only if their net worth 
classification do not foil below 
adequately capitalized. As with the 
current § 702.402(b)(2}, proposed 
§ 702.114(b)(2) would raquire approval 
from tho appropriate Regional Director, 
and if state-chartored, the appropriate 
state official, if after ptqTnent of the 
dividend the credit union’s net worth 
classification would fsill below 
odoquately capitalized. In addition, tlie 
proposed rule would require that the 
credit union's request for written 
approval include tho credit unloh's plan 
for eliminating any negative retained 
earnings balonce. Secondary capital 
ecoounts would continue to bo excluded 
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as a direct oourco of dividend payments. 
Dividends would not bo conflidered 
opaating losses and could not be paid 
out of sooondary capitoL 
114(c) Restriction on Payments of 
Dividends If, After Payment of 
Dividends, the Credit Union’s Net 
Worth Ratio Would Be Less Than 6 
Percent 

Proposed § 702.114(c) "would prohibit 
a credit union from unreasonably 
dissipating its capital through exdessivo 
dividend payments or a refund of 
interest in a manner that would 
undormine the safety and soundness of 
the credit union. In potticularj the 
proposed rule ufould prohibit Q crodil 
union aurrently cliMsiBod as well ' 
capitaliffid from paying dividend rales 
that are higher than the prevailing 
maxkot rates, declaring a non-repotitlve 
dividend, or approving a refund of 
interest if, after the pa^nent of the 
dividend, the credit union's net worth 
ratio would decline to less than 6 
percent in the current quarter. This new 
provision would prevent the unsafe 
dissipation of capital through the 
payment of special or bonus dividends 
or interest refunds while still allowing 
for continuity of operations. 

J?. Subpart B— Alternative Prompt 
Corrective Action for New Qsdit Uidons 

The proposed rule would add new 
subpart B. which would contBln most of 
^19 capital adequacy rulos that would 
apply to "new" credit unions. Section 
216(b)(2)(B)(iil) of the FCUA defines a 
"new" credit union as ono that has boon 
In operation for 10 years or loss, or has 
$10 million or less in total assets.?^ 

The current not worth moasuree, not 
worth classification, and text of the PCA 
requirements applicable to new credit 
unions would be ronuraberod, They 
would remain mostly unohangt?d in Iho 
proposed rule, however, except for the 
following substantive amendments^ 

(1) Elimination of the regular reserve 
account requirement in current 
§702.401 (h] and aU cross roforencos to 
the requirement; 

( 2 ) Addition of new § 701.206(f}(3} 
clarifying that the submission of more 
than two royi-sod business plans would 
be considered and unsafe and unsound 
condition; and 

(3) Amendment of the requirements of 
Durreut § 702.403 r^ording the payment 
of dividands. 

Eat:b of those substantive 
amendments is discussed in more detail 
below, 


« 12 U.S.C. l7£(Od(b)(2}CD)(iH). 


Soclion 702.201 Scope and Definition 

The proposed rule would renumber 
current § 702.301 as proposed § 702.201. 
Tho proposed rule would eliminate the 
ability of a credit onion, to regain a 
designatiou of new afier reporting total 
aseets in-excess of $10 million. 

Soctian 216(b)(2) of the FCUA 
requires the NCUA to prepare 
regulati ons that apply to new credit 
unions. The FCUA further requires that 
rules for new credit unions prevent 
evasion of the purpose of socUon 216, 
which provides new credit unions a ' 
period of time to' accumulate net worth. 
NCUA recently conducted a postmortem 
review of a cr^it union feiliire that 
caused a loss to ihe NCUSIF. The review 
revealod that the credit union 
intentionally reduced its total assets 
below $10 million to regain the 
designation "new” credit imion under 
current part 702 and the associated 
lower net worth requirement. Shifting 
back and fuith betwoon tho minimum 
capital requirement for "now" and all 
other credii unions resulted in slowed 
capital accumulation, which 
contributed to tho loss incurred by tlie 
NCUSIF, Accordingly, NCUA is now 
proposing to emend tho definition of 
"now” credit tmion in current § 702.301 
to eliminate such practices in Iho future. 

In general, credit unions attaining an 
asset size of $10 million begin to ohor 
a neater range of services and loans, 
which increase the credit union's 
complexity and risk to the NCUSIF. In 
the event a new credit union reports 
total ossots of over $10 million and then 
subsequently declines to under $10 
million, the additional PCA regulatory 
requiremonts under tlie proposed rule 
would not be substantially increased. . 
Both new credit unions and non-new 
credit unions ^lh net worth ratios of 
loss than 6 percent, but over 2 percent, 
are required under either § 702.206 or 
§703.111 of the prpposol tooperots 
under substantially Kimilar pians to 
restoro their not worth. For example, a 
now credit union with a net worth ratio 
of 3 percent is required, to operate under 
a revised business plan, and a non-new 
credit union with a net worth ratio of 5 
percent is required to opereio under a 
NWRP. Therefore, any burden 
associated with this change to the 
requirements of part 702 ^oidd lie 
minimaL 

Section 702.202 Net Worth Categories 
for New Credit Unions 

The proposed rule would renumber 
current § 702.302 as proposed § 702,202, 
and would make only minor conforming 
amondments to the text of the section. 


Soodon 702.203 Prompt Corrective 
Action for Adequately Capitalized New 
Cj-edit Unions 

The proposed rule would renumber 
curtont § 702,303 as proposed § 702.203, 
and would make only minor conforming 
amendments to the text of the section, 
Consistent with the proposed 
elimination of the regular reserve 
requirement in cuiient § 702.4Ql(b), 
proposed § 702.203 would be amended 
to remove the requiroment that 
adequately capitalized credit unicais 
transfer the earnings retention omo-unt ■ 
from undivided earnings to their regular 
reserve account 

Section -702.204 Prompt Corrective 
Action for Moderately Capitalired, 
Marginally Capitalized or Minimally 
Capitalized New Credit Unions 

The proposed rule would renumber 
current § 702.304 as pro^sed § 702.204, 
and would make only rmnor conforming 
amondmeots to the text of the section. 
Consistent with the proposed 
elimination of the regular reserve 
requirement in current § 702.401(b), 
which is discussed in more detail 
below, proposed § 702.204(a)(1) would 
be amended to remove the requirement 
that such credit unions h-ansfer the 
oarnings retention amount from 
undivided oai'nings to their regular 
rosorve account. 

Section 702.205 Prompt Corrective 
Action for UncapiUlized Nsw Credit 
Unions 

The proposed rule would renumbor 
current § 702.305 as proposed § 702.205, 
and would make only minor conforming 
amendments to the text of the section, 

Section 702.206 Revised Business 
Plans (RBP) for New Credit Unions 

The proposed rule would renumber 
cuxront § 702.306 as piopoeed § 702.206, 
would make mostly minor confonning 
amendments to the text of the soctlon, 
and would add new § 702.2D6(g)(3). 
Consistent with the proposed 
oliinination of the xogullr reserve 
requirement in current § 702.401fi)), 
which is discussed in more detail 
balow, proposed § 702.206(b)(3) would 
be amondod to temove the requiremeiU 
that new credit unions traniifer the 
earnings releotlon amount from 
midividod earnings to their regular 
reserve account. 

206(g)(3) Submission of Multiple 
Unapproved Revised Business Plans 

Proposed § 702-,206fe)(3) would ■ 
provide that the submission of more 
than two RBPe that are not approved is 
conaidered an unsafe and unsound 
condition and may subject the.credit 
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union to adminislrativo enfovceinent ' 
actions under saction 206 of the 
FQJA.^® NCUA regional directors have 
expressed concerns that somo credit 
unions have in the past submitted 
multiple RBPs that could not be 
approved due to non-comphanGo with 
llie requirements of the current rule, 
resulting in delayed implemontation of 
actions to improve the crodit union’s net 
wortli. 'Ilie proposed amendments are 
intended clarify that submitting 
multiple RBPs that ore rejected by 
NCUA, or the state official, because of 
the failure of the aisdit union to 
produce an acceptable KBP is an unsafe 
and unsound practice and may subjoct 
the credit union to further actions as 
permitted under the FCUA. 

Section 702.207 Incentives for Now 
Credit Unions 

The proposed mle would renumber 
current §702.307 as proposed § 702.207, 
and would make only minor ccmfcnming 
amendments to the text of the section. 

Section 702.208 Reserves 

Tho proposed rule would add new 
§ 702.208 regarding reserves for now 
credit unions to the rule and, consistent 
v/ith the text of current reserve 
requirement at § 702.401(a), would 
require that each now credit union 
establish and maintain such xosorvoe as 
may be required by tho PCUA, by state 
law, by reflation, or in special cases by 
the NCUA Board or appropriate state 
official 

As explained under § 702.112, tho 
proposed rule would climhiato the 
regular reserve account under currant 
§ 702.4D2(b) from the eomings retention 
requirement. Additionally the procei)s 
and substance of requesting permission 
for ebargos to tho re^lar reserve would 
bo eliminated upon the effective date of 
a final rule. Upon the effective dalo of 
a final rule fadml medit unions W'ould 
close out the rogulor reserve balance 
into undivided earnings, A federally 
insured state chartered credit union may 
still ba required to maintain a regular 
reserve account as dictated by slate law 
or by its rospoclive state supervisory 
authority. 

Section 702,209 Full and Fair 
Disclosure of Financial Condition 

The proposed rule would move the 
fuU and fair disclosure of fmancial 
condition requirements contained in the 
current § 702.402, and applicable to new 
credit unions, to new § 702.209 gf the 
proposed rule. No substantive chongoB 
to the current full and fair disclosure of 


”i2,u.s,a meflud irond. 


financial condition requiroments for 
new credit unions are intended. 

Section 702.210 Payment of Dividends 

The proposed rule would reorganiso 
die rules -regarding the paymont of 
dividends contained in tlio current 
§702.403, which also apply to new • 
crodit unions, to new § 702.210 of the 
proposed rule. The proposed rule would 
meke o number of amendments to the 
text of paragraphs ((0 (b) of the 

cuxront rule, and add a new paragraph , 
(c). Each of diose rdianges ia discussod 
in more detail bolow, 

210(a) Restriction on Dividends 

Current § 702,402(0) permits credit 
unions with a depleted undivided 
earnings balance to pay dividends out of 
the regular reserve account without 
regulatory approval, as loi^ as the credit 
union will remain at least adequately 
capitalized. Proposed §702,210(a), 
however, would allow only new credit 
unions that have substantial net worth, 
but no undivided oamings, to pay 
dividends Without rt^ulatory approval, 
210(b) Payment of Dividends if Retained 
Earnings Depleted 

Proposed § 702.210(b) would provide 
that w'ell capitalized new credit unions 
could pay dividends only If tbeir net 
wortli classihoation do not fall below 
adequately tapitalized. As with tbo 
current § 702.402(b)(2), proposed 
§ 702.210(b)(2) would roquire approval 
from the appropriate Regional Dhector, 
and if stato-charterad, tho appropriate 
state official, if after payment of tho 
dividend the credit union's net worth 
classification would fall below 
adequately capitalized. In addition, the 
proposed rule would require that the 
credit union’s request for written 
approval include the credit union’s plan 
for eliminating any negative rotained 
earnings balance. Secondary capital 
accounts would continue to be excluded 
as a direct sourco of dividend payments. 
Dividends would not be considered 
oporectlng losses and could not be paid 
out of secoudary capital. 

210(c) Restriction ou Faymouts of 
Dividends if, After Payment of 
Dividends, tbe Credit Union’s Nol 
Worth Ratio Would Be Loss Than 6 
Poioont 

Proposed § 702.210(c) would prohibit 
a new crodit union from unroasonably 
dissipating its capital through oxcesslve 
dividend payments or u refund of 
interest in h manner that would 
undermina tbe safety and soundness of 
[ho crodit union. In paiticuler, the 
proposed rule would prohibit a now 
crodit union currently, classified ns woll 


capitalized from paying dividend rates 
that are higher than the prevailing 
market rates, declaring a non-repetltlve 
dividend, or approving a refund of 
interest if, after the payment of the 
dividend or arefund of interest, the 
crodit union's net worth ratio would 
doclino to. less than 6 percent in tho 
current quarter. This new provision 
would provent the unsafe dissipation of 
cEqjital through the payment of special 
or bonus dividends or interest refunds 
while still allowing for continuity of 
operations. 

C. Part 747~--Administiativa Actions, 
Adjudicative Hoarings, Rules of Practice 
and Procedure, and Investigations 
Subpart L — Issuqnoe, Review and 
Enforcement of Orders Imposing Prtmipt 
Ck>iTective Action 

Section 747.200B Review of Order 
Imposing Individual Minimum Capital 
Roquirements 

Section 21 B(k) of the FCUA provides 
tliat “material supervisory 
determinations, including decisions to 
require prompt corrective action, made 
. , . by [NCUA] officials other than the 
INCUA] Board may be appealed to the 
INCUAI Board" through an independent 
appellate process "pursuant to soperate 
procedures proscribed by regulation." 
Consislont with tho requirements of 
section 216(k), decisions of NCUA slalt 
to impose a discretionary superviscay 
action (including imposing individual 
minimum capitm roquiromonts on a 
ciodit union) would continue to he 
treated os “material supervisory 
doterminations.” Proposed §747.2006 
would require tiiat NCUA provide 
reasonable prior notice and an 
independent process for appealing 
NCUA staff decisions to impoao 
individiiol nuoimal capital 
requirements (IMCR) under proposed 
§702.105. 

2006(a) Notice of Proposed Individual 
Minimum Capital Requirements 

Proposed § 747.2006[a} would require 
NCUA to provide a credit union with 
reasonable prior notice whrai NCUA 
proposes to impose IMQl for a 
pm’Ucular crodit union pursuant to 
proposed § 702.105. In addition, the 
proposed rule would require NCUA to 
forward a copy of tho notifying jotter to 
tho appropriate stale supervisory 
authority (SSA) if a state-chartered 
credit union would be subject to an 
IMCR 


«Sm:«oii 1700d(k). 
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2006(b) Contents of the Notice 
Proposed § 747.20D(>(b) would require 
that the notice of intention to Impose 
IMGR for a credit union based on ' 
particulai- capital conditions at a credit 
union state all of the following: (1) The 
credit union's net worth ratio, risk- 
based capital ratio and liet worth 
cbasification. (2) The specific minimum 
capital levels that the NCUA Board 
intends to impose on the credit union 
under the IMCR, and the spedCc causes 
for dotermining that the higher IMCR is 
necessary or appropriate ibr the credit 
union. (3) The proposed schedule for ' 
compliance with the new requiremont. 
(4) "niat the credit union must file q 
written response to the notice, which 
shall be no less than 30 calendar days 
from the date of service of the notice. 

In addition, proposed § 747.2D06(b) 
would provide that the NCUA Board 
may extend the time period for good 
cause, and that the time period ror 
rospucsa by the insured credit union 
may bo shortened for good cause when, 
in the opinion of NCUA, the condition 
of die credit union so requires, and 
NCUA informs the credit union of the 
shortened response period in the notice; 
or with the consent of the credit union. 

2006(c) Contents of Rosponse to Notice 
Proposed § 747.2006(c) would require 
that the credit union’s response to a 
notice under § 747.2006(bi of this 
section include the following; (l) An 
explanation of why it contends the 
IMCR is not an appropriate exercise of 
discretion under this part; (2) a roquost 
that the NCUA E oard modi fy or not 
issue the IMCR; (3) any Information, 
mitigating circumstancos. 
documentation, ur other ovidonco in 
support of the credit union’s position 
that the credit union wants NCUA to 
consider In deciding whether to 
establish or to amend an DvlCR for the 
credit union; and (4) if desired, a 
repost for a rocomiuendation from the 
NCUA’s Ombudsman pursuant to 
§ 747.2006(g), 

2D06(d) Failure To File Response 
Proposed § 747.2006(d) would 
provide that feiluro by the' credit union 
to respond within 30 days, rx such other 
time period as may be specified by 
NCUA, may constitute a waiver of any 
objections to tho proposed IMCR or to 
the schedule for complying with it, 
unless NCUA has provided an extension 
of the response period for good cause. 
2006(o) Final Decision by NCUA 
Proposed § 747.2006(o) would provide 
that after the expiration of the response 
period, NCUA will decide whether or 
not the proposed IMCR should be 


established for tiie credit union, or 
whethOT that proposed requiroment 
should be adopted in modified form, 
based on a review of the credit union's 
response and other relevant 
information. The proposed rule would 
require NCUA's decision to address 
comments received within the response 
period fiom the credit union and the 
appropriate state supervisoi^ a^itliority 
(if a state-chartmed credit union is 
involved); and to state the level of 
capital required, the schedule for 
compliance vrifh this requiremont, and 
any specific remedial action the credit 
union could take to eliminate the need 
for continued oppllcebility of the IMCR. 
In addition, tho proposal would requiro 
NCUA to provide tiie credit union and 
tho appropriate SSA (if o state-chartered 
credit union is involved) with, a written 
decision on the IMCR, addressing the 
subaUmtive comments made by the 
credit union and setting forth the 
decision and the basis for that decision, 
Finally, proposed § 747.2006 (d) would 
provide that this decision represents 
final agency action; and that the IMCR 
becomes elteclive and binding upon the 
credit union upon receipt of &e 
decision by the credit union. 

2Q06(f] Request To Modify or Rescind 
IMCR 

Proposed § 747.2006(f) would provide 
that the IMCR ahall remain in efiect 
while such roquost is p^ding unless 
otherwise ordered by the NCUA Board, 
but would permit a credit union that is 
subject to an existing IMCR to request in 
writing that the NCUA Board roconslder 
tha terms of tho IMCR due to changed 
cii'CumsUincos. In addition tiio proposed 
rule wonld provide tlmt a requo.st under 
proposed § 747.2000(f) that remains 
pending 80 days following receipt by 
tho NCUA Board is deem^ granted. 
2006(g) Ombudsman 

Proposed § 747.2006(g) would permit 
credit unions to request in writing the 
recommendation of NCUA’s 
ombudsman to modify or to not issue a 
proposed IMCR under § 747.2006(b), or 
to modify or reeolnd an existing 
directive duo to changed ciiuumetances 
under § 747.2006(1). However, the 
proposed rule would provide that a 
credit union that foils to request the 
ombudsman's rocommendation in a 
response under § 747,2006(c), or in a 
request under § 747.2006(f), shall bo 
deemed to have woived the opportunity 
to do so. Finally, the proposed rule 
would roquire foe ombudsman to 
promptly notify tho credit union and tho 
NCUA Board of his or her 
recommendation. 


D. Other Conforming Changes to the 
Hegatations 

In addition to the amendments 
discussed-above, the proposed rule 
would make minor conforming . 
amendments to §§ 700.2, 701.21, 701.23, 
701.34, 703.14, 713.6, 723.7, 747.2001, 
747.20D2, and 747,2003. The 
conforming amendments would 
primarily involve updating terminology 
and croEs citations to proposed part 702 
and proposed § 747.2006.- No 
substantive changes are intended by 
these amendments, ’ 

UI. Effoctive Date 

How much time would credit miions 
have to imphmeni these new 
regu/remente? 

The proposed amendments would go 
Into effect approxiinately 18 months 
after the publication of a final rule in 
tha Federal Register. This would give 
credit unions lead time to plan for the' 
new risk-based capital ratio 
requirements and other propoEsd 
changes to part 702, During tho 18 
month implementation period, credit 
unions would be required to continue to 
comply With current part 702. The 
Board boliovos this implementation 
period is necessaiy to allow credit 
unions to make adjustments to internal 
systems, balance sheets and operations 
woll in advance of tho effective date. 

IV. Kegnlatory Frocodures 
I^sgulatory Flexibility Act 

The Regulatory Flwcibillty Act 
• (RFA) requires NCUA to provide an 
iniLlai reguiatoiy flexibility analysis 
with a proposed rule to certify that the 
rule will not have a significant 
oconomlo Impact on a substantial 
number of small entities (defined for 
purposed of the RFA to include credit 
unious with assets loss than or equal to 
$50 million) and publish its certincation 
Olid a short expianalory statement in the 
Federal Register also with foo proposed 
rule.*'® The proposed amendments to 
port 70Z will primarily Impact only 
credit unions with more than $50 
inilliori in total assets, NCUA recognizes 
that there may, however, be some 
bnrdon associated with foe amondments 
to the current rule relating to additional 
data that vrill need to he collected on 
tho Call Report; li\B elimination of the 
regular roaorve requirement; and 
changes to the payment of dividends. In 
particular, implomsntntion'of the 
proposed rule will likely Impose some 
one-time costs associated ■with 
personnel training and updates to 


’*5 U..5.C. SOI ol seq. 
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systems for calculating regulatory 
capital, NCUA believes these one-tinio 
implemenlstlon costs -will not constitute 
a signlficBut eoonomlc impact on small 
credll unions. Accordingly, the NCUA 
Board certifies the proposed rule will 
not have a significant economic impact 
on a substanfiai number of small credit 
unions. 

Popenvorfe’ Reduction Act 
The Paperwork Reduction Act of 1996 
CPRA) applies to rulemakings In which 
an agency by rule creates a now 
paperwork burden on regulated entitioe 
or increases an existing burden.'^® For 

K oseS of the FRA, a paperwork 

en may take tim form of a reporting 
or recordkeeping requirement, both 
referred to as information collecUons. 
The proposed changes to pert 702 
impose new information collection 
requirements. As required by the FRA, 
NCUA is Bubmittbig a copy of this 
proposal to OMB for its review and 
approval. Pereons interested in • 
submitting comments with respect to 
the infoitnation collection aspects of the 
proposed rule should submit them to 
OMB at the address noted beluw. 

NCUA has determlnad that the 
proposed changes to pert 702 will have 
some one-time costs associated with 
updating internal policies, and updating 
data collection and reporting systoms 
for prepai’ing Coll Reports, NCUA 
estimates that all 6,GB1 credit unions 
wiU have to amend their proceduies and 
systems for preparing Call Reports. 
However, a sapoiate iiotico will bo 
published for comment on the 
rogulatory reporting requirements. 

In addition, NCuA estiniatcs that 
approximately 2,606 federally insured 
natural person credit unions hold asset- 
backed investments and would be 
subject to the pro^sod due diligence 
reciuiremontfi. Credit unions are already 
required to parEbtm due diligence under 
§§703.0, 703.10, and 708.12 ofNCUA’s 
regulations. Therefore, NCUA does not 
believe there will be any new burden 
associated witli this requirement. 

Finally, NCUA estimates that 
approximately 33.5 percent, or 2,237 
unions, will be defined as 
"coinplax" under the proposed rule and 
will have new data collection 
requirements related to the new risk- 
based capital requirements, 

Title of Information CoJJecCi’cm; Risk- 
based Capital Ratio data. 

Frequency of Response: On occasion 
andOTarterly, 

Affected Public: Ail credit unioiifl. 
Estimated Number of Respondents: 
6,681, 


’0 44 U.S.C. 3507{clJ;S CPRpart t3?.0. 


Estimated Barden per Respondent: 
One-time roemdkeeping, 122 hours:.Qn- 
going recordkeeping, 20 hours; one time 
policy review and revision, 20 hours. 

Tide oflnfonmUcm Cof/ectfon; Risk- 
Based Capi^ Ratio policy implicalions 
for complex aedit unions. 

Affected PubSc: Complex Credit 
Unions. 

Eetimated Number of Respondents: 
2,237. 

JSflf/mated Burden per R^ondent: 
One-time policy review aud revision, 40 
hours. 

Total Estimated Annual Burden: One- 
time recordkeeping and disclosures, 

(122 hours * non-complex credit 
unions, or 162 hours * complex credit ■ 
unions); ongoing lecordkeeping and 
dieclosurus (20 hours * all credit 
unions). 

Submission of comments. NCUA 
considers comments by the public on 
this proposed collection of mformalion 
in: 

• Evaluating whether the proposed 
collactioD of information is necessary 
for the proper performance of the 
funedons of NCUA, including whather 
the information will have a practical 
use; 

• Evaluating Iho accuracy of NCUA's 
e.stimate of the burden of the proposed 
collection of information, including the 
validity of tbe methodology and 
aseumptiona used; 

• Enhancing the quality, usefulness, 
and clarity of ^einiormatioD tuba 
collectod; and 

• Minimizing the burden of collection 
of information on those who are to 
respond, Including through the use of 
appropriate automated, electronic, 
mechonioa), or other technological 
colloction techniques oi‘ other forms of 
information leclinology; e.g., permitting 
electronic submission of responses. 

^’hc PRA requires OMB to make a 
decision concoming the t»UecUon.of 
information contained in the proposed 
regulation between 30 aud 60 days after 
publication of this document in the 
Federal Register. Tharofore, a comment 
to OMB is boat assured of having its full 
effect if OMB rocoivas it within 30 days 
of publication. This does not affect the 
deacllins fm' tbe public to comment to 
NCUA on the substantive aspects of the 
proposed regulation. 

Comments on the proposed 
information collection requirements 
should be .sent to: 

Office of Information and R^ulatory 
Affairs, OMB, Attn: Shagufto Ahmed, 
Room 10226, New Executive Office 
Building, Washington, DC 20503, with a 
copy to the Secretary of tho Board, 
National Credit Union Admlrdslration, 


1775 Duke Street, Alexandria, Virginia 
22314-.342a. 

Executive Order 13132 

32xecutive Order 13132 encour^ea 
independent regulatory a^iicies to 
consider the Impact of thalr actions on 
state and local interests. NCUA, an 
independent regulatory agency as 
defined in 44 U.S.C. 3502(5), voluntarily 
complies with the executive order to 
adhere to fundamental federalism 
• principles. This proposed rule will 
apply to all fede^iy insured natural 
person credit unions, including 
federally insmed, Btate-charlered 
natural person credll unions, 
Accordingly, it may have a direct effect 
on tlie states, on the relationship 
between the national government and 
the states, or on the distribution of 
power and respon^biiities among the 
various levels of government. Hits 
impact is an unavoidable consequence 
of carrying out tbe statutory mandate to 
adopt a system of PCA to apply to all 
federally insured, natural person credit 
unions. Throu^iout the rulemaking 
process, NCUA has consulted with 
reprosejitativea of stMe regulators 
regai’ding the impact of PCA on state- 
chartered credit unions. The commeats 
and suggestions of those state regulators 
are refloctod in the proposed rule. 

Assessment of Federal Regulations and 
PolicieB on FamilieB 

NCUA has datetmlned that this 
proposed rule will not afieot family 
wall-being within the meaning of 
section 654 of the Treasury and General 
Governniont Appropriations Act, 1999, 
Public Law 105-277, ’112 Stat. 2681 
(1998). 

List of Subjects 
12 CFR Part 700 

Credit unions. 

12 CFR Part 701 

Advertising, Aged, Civil rights, Credit, 
Credit unions. Pair housing, Individuals 
with disabilities, Insurance, Marita! 
status discrimination, Mortgages, 
Religious discrimination. Reporting and 
recordkeeping requirements, Sex 
, discrimination, Signs and symbols. 
Surely bonds, 

12 CFR Part 702 

Credit unions, Reporting and 
recordkeeping requirements. 

12 CFR Pari 705 . 

Credit unions, Investments, Reporting 
and recordkeeping requiroments. 

12CFRPaTt7l3 

Bonds, Credit unions, Insurance. 
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12 CFR Part 723 

Credit unions, Loan programs — • 
business, Reporting and lecordkeoplng 
requirements. ■■ . 

12 CFR Part 747 
Administrative practice and 

g rocedure, Bank deposit insurance, 
laims, Credit unions, Crime, Equal 
access to justice, Investigations,' 
Lawyers, Penalties. 

By the National Credit Union 
Administration Bterd on January 29, 2014. 
Gerard f’oliquin, 

Secretary of tiie Board. 

For the reasons discussed above, 
NCUA Board proposes to amend 12 CFR 
parts 700, 701. 702, 703. 713, 723, and 
747 as follows; 

PART 700— DEFINITIONS 

■ 1, The authority citation lor part 700 
continues to read as follows: 

Authority: 12 U.S.C. 17B2, 1757(8), 17R0. 
§700.2 fAmended] 

■ 2. Amend the di^nition of "net 
worth" in § 700.2 by removing . 

"§ 702.2(f)’’ and adding in its place 
"§ 702.2”. 

PART 701— ORGANIZATION AND 
OPERATION OF FEDERAL CREDIT 
UNIONS 

■ 3. The autiiority citation for part 701 
contiimes to read as follows: 

Authority: 12 U.S.C. 17B2(5), 1765,1756, 
1757, 1758, 17CS, 1701a, 17eib, 170B, 1767. 
1782, 1784, 1708, 1707, 1700, Section 701.0 
is also authorized by 15 U.S.C. .5717. Section 
701.31 is also authorizodby IS U.S.C. 1801 
9f Beq,{ 42 U.S.C. 1901 and 3801-3610. 
Section 701.95 is also authorized by 42 
U.S.C, 4311-4312. 

§701 {Amended] 

■ 4.Amend§701.21(h)f4)(iv)by 
removing "§ 702,2(f)'’ nnd adding in its 
place "§702.2”. 

§701.23 (Amendodj 

■ 5, Ameud§7Ul,23Cb)(2)by removing 
the words "net worth" and adding in 
their place the word "capital”, and 
removing the words "or, if subject to a 
risk-based not worth (RBNW) 
requirement under Part 702 of this 
chapter, has remained ‘well capitalized’ 
for the six (6) immediately preceding 
quarters after applying the applicable 
MNW requirement”. 

§701.34 [Am^Kiedj 

■ 6, Amend §701.34 as follows: 

■ 0 . In paragraph (b)(l 2 ) by remove the 
words ‘'§§702.204(b)(ll}, 702.304(b) 
and 702.305(b)" and add in Oieli place 
the words "part 702”. 


b. In paragraph {d)(l)(i) remove the 
words "net wottt»" and add In their 
place the word "capital”. 

Appendix to § 701.34 {Amended] 

■ 7.InthBnppondixto§701.34, amend 
the paragraph boginning "8, Prompt 
CoiTflctive Action” by removing the 
words "net worth classifications (see 12 
7O2.204(b){ll), 702.304(b) and 
702.3Q5(b), as the case may bo}” and 
adding in their place (ho words "capital 
clas.d£calions [see 12 CFR part 702)”. 

W 8. Revise part 7Q2 to read as follows: 

PART yoa^APlTAL ADEQUACY 

Sec. 

7Q2.1 Authority, purpose, scope, and oihor 
Bupervib'ory authority. 

702.2 Dafinitiona. 

Subpert A— Prompt Correcthra Aclton 

702.101 Capital measurm. cftectiva date of 
dosslflcetion, and notice to NCUA 

702.102 Capital categcay cioesiBcatlon. 

702.103 Applicabili^ of risk-based capital 
ratio measure. 

702.104 Riok-b&sad capita) ratio ma&sura. 

702.105 (ndividuai nuninuiia capital 
requinanenU. 

702.106 Prompt corrective action fur 
adequately capitalized credit unions. 

702.107 Prompt corroctivo aetkm for 
undorcfipitoUzed credit unions. 

702.100 Pronpi ccHrective acdciu for 
signinuaDtly undermpltalized credit 
unions. 

702.109 Prnnpt corrective action for 
critically undercapitalized credit unions. 

702.110 Consultation with stote oiBcinis on 
pmpobod prompt cotrocUva acXion. 

702.111 Net worth rostoratlou plans 
(NWRP). 

7Q2.112 Rosarvos. 

702.113 Pull and fair disclosuie of financial 
conditiao. 

702.114 Payment of dividends. 

Subpari B— Alternative Prompt CorrecUve 
Action for New Credit Uniorm 

702.201 Scope and dofinltion. 

702.202 Net worth categories for now ciudit 
tinionc. 

702,7.03 Prompt cxiiroctiVB ection for 
adequately capitnllzod now oodit 
unions. 

702.204 Prompt conoctivo action for 
inodorstBly capitalized, maiginally 
capitelizod, ormlniinBlIy cepitalizod 
new credit unions. 

702.205 (*rorapt corrective action for 
uncapttollzod new credit unions. 

702.206 Rovised ImsbiQss plans (RBP) for 
new cTDiltt nnlons. 

702.207 lunantlvse for now crodlt unions. 

702.209 Reserves. 

702.210 Pul] and folr disclosure of financial 
condition. 

702.211 Payment of dividends. 

Autliorily, 12 U.S.G 1766(aJ, 1790d. 


§ 702.1 Authority, purpose, scope, arK) 
other supervisory eulhorlty. 

(aj Authority. Subparte A and B of this 
part and subpart L of part 747 of this 
cliaptsr aro issued by the National 
Gremt Union Administration (NCUA) 
pursuant to sections 120 and 2l6 of foe 
Fodera! Credit Union Act (PCUA), 12- 
U.S.C, 1776 and 1790d (section 1790d), 
os revised by section 301 of foe Credit 
Union Membership Access Act, Public 
Law 105-219 , 112 Stat 913 (1998), 

(b) Purpose. The express purpose of 
prompt corrective action under section 
1790d is to resolve the problems of 
federally insured credit unions at tha 
least possible long-term loss to foo 
National Credit Union Share Insurance 
Fund. Subparts A and B of this part 
carry out the purpose of prompt . 
corrective action^ establishing a 
ftamework of minimum capital 
requirements, mandatory, and 
discretionary supervisory actions 
applicable accoifong to a credit union's 
not worth classification, designed 
primarily to restore and improve the 
capital adequacy of federally Insured 
credit unions, 

(c) Scope. This part implements -foe 
provisions of section 1 790d as they 
apply to federally Insured credit unions, 
whatiier federally- or slatB-charteredi lo 
such caodlt unions defined as "new” 
pursuant to section 1790d{b)(2)j and fo 
such credit unions defined as 
"complex” pureuant to section 
17D0d(d). Certain of these provisions 
olso apply to officers and directors of 
federmly insured credit unions. This 
pari does not apply to corporato credit 
unions. Procedures for issuing, 
reviewing and enforcing orders and 
directives issued under this part are sot 
forth in subpari L of pail 747 ofthis 
chapter. 

(ft) Other supervisoiy aufoorily. 
Noither section 1790d nor this part in 
any way limits foo authority of the 
NCUA Board or appropriate state 
official under any other provision of law 
to lake additional supervisory actions to 
address unsafe or unsound practices or 
conditions, or violations of applicable 
Imv or regulations. Action taken under 
this part may be taken independently of, 
in conjunction with, or in addition to 
any other onfoi’cement action available 
to the NCUA Board or appropriate state 
official, including issuance of cease and 
desist orders, orders of prohibition, 
suspension and removal, or assessment 
of civil money penalties, or any other 
actions authorized by law. 

§7(B.2 Definillons.. 

Unle.SB provided ofoerwi.se in this 
part, foe terms used in this part have foe 
same meanings q.s set forth in FCUA 
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sections 101 and 216, 12 U.S.C. 1762, 
1790d. The following definitions apply 
to this port: 

Allowance for loan and lease lose 
(AIM.) means rceerves that have been 
established throt^h charges against 
earnings to absorb future losses on 
loans, lease iinancing receivables, or 
other extensions of nreditr 

i4pprqprioto rogfonol director means 
the director of the NCUA regional office 
having jurisdiction over federally 
insured credit unions in the state whore 
the affected CTodit union is principally 
located or, for credit uuions with 510 
billion or more in assets, the Director of 
the Office of National Examinations and 
Supervision. 

Appropriate state official means the 
commission, board or other supervisory 
authority having jurisdiction over credit 
unions (bartered by the state which 
chartered the affected credit union. 

Co// Report moona tha Call Report 
required to .be filed by all credit unions 
under § 741,6ta)(2) of this chaptei’. 

Capital means the equity, as measured 
by GAAP, available to a credit union to 
cover IcMf^s. 

Cask equivalents moan short-term 
highly liquid investments that: 

(1) Hove original maturities of 3 
months or less, at tha time of purchase; 

(2) Are readily convertible to known 
amounts of cash; and 

(3) Are usod as part of tho crodit 
union’s cash-managoment activities. 

Commitmanf means any legally 
binding arrangement that obligatod the 
credit union to extend credit or to 
purchase assets. 

Credit union means a federally 
insured, natural person ciedil union, 
whether federally- or stato-chertered, as 
deBned by 12 U.S.C. 1762(6), 

CUSO means a credit union service 
organization as defined in part 712 and 
741 of this chapter. 

De//nguenf/oan« means loans that are 
QO days or more pest due and loans 
placed on nonaccrual status. 

Derivatives contract moans, in 
general, a financial instrument, traded 
on or off an exchange, the value of 
which is directly depended upon tiie 
value on or more underlying socurities, 
equity indices, debt irLStrumonts, 
commodities, intcreftt rates other 
derivative instruments, or any agreed 
upon pricing index or arrangeinent. 
Derivatives contracts indudo interest 
rate derivatives contracts and any other 
instruroent that poses similar 
counterparty credit risks. Derivatives 
contracts also include unsettled 
Bocuritios wlfii a contractual settlement 
or deliveiy lag that is longer than tlie 
lesser of the market standard for the 


particular mstrument or five business 
days. 

First mortgage nel estate Ictan means 
loans and lines of credit fully secured 
by first liens on real estate {excluding 
MBLfi), where? 

(1) Tiie original am.ortization of the 
mortgage exposure does not exceed 30 
years, 

(2) The loon underwriting took into 
account all the borrower’s obligations, 
including mortgage obligations, 
principal, interest, taxes, insurance 
(including mortgage guarantee 
insurance) and assessments, and 

(3) The loan underwriting concluded 
the borrower is able to repay Ute 
exposure using the maximum interest 
rate that may apply in the first five 
years, the meximum contract e^^sure 
over the life of the mortgage, and 
verified income. 

GAAP means generally ecbeplod 
accounting prindples as urod in tho 
United States. 

Goodwti/ means on Intangible assot 
representing the future economic 
benefits arising from other assets 
acquired in a business combination 
(e,g., merger) that are not individnally 
identified end separately recognized, 

Intangible assets means those assets 
that are required to be reported as 
intangible assets in a creait union's Call 
Report, including but not limited to 
purchased credit card relationships, 
goodwill, favorable leaseholds, and core 
deposit value. 

ihvesfiTien/ in CUSO means the 
uaimpairud value of tho credit union's 
aggeegato CUSO investments as 
measured under GAAP on au 
unconsolidated basis. 

Identified losses means those items 
that have been determined by an 
evaluation made by a state or foderal 
examiner, os measured on the dale of 
examinetion, to be cbargeable.agalnst 
income, capital oud/or valuation 
allowanoos such as the allowance for 
loan and lease losses. BxojnpleB of 
identlfiod losses would be assets 
classified as losses, off-balance slxeet 
items clas-sifled as losses, any provision 
expenses that aro necesseuy to replontsh 
valuation allowances to an adequate 
IovdI, liabilities not shown on the books, 
ostimatod losses in contlngont 
liabilities, and difisFences In accounts 
that represont shortages. 

Loans to CUSOs means the aggregate 
outstanding loan balance, avail^le 
line(s) of crodit from the credit union, 
and guarantees the credit union has 
made to or on behalf of a CUSO. 

Loans tran^ned with limited 
recourse means the total principal 
balance outstanding of loans transforred, 
including participations, for which the 
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transfor qualified for true sale, 
accounting treatment under GAAP, ond 
for which the transferor credit union 
retained some limited reccruxse (l.o. 
insufficient recoiirse to preclude true 
sale acGounting traatmont), The term 
does not include transfers that qualify 
for true, solo accounting treatment but 
contain only routine representation and 
warranty paragraphs that are standard 
for salos on the secondary market 
provided the credit union is in 
compliance with all other related 
requirements such as capital 
requirements. 

Mortgage Bervicing asset (MSA) means 
•those assets (net of any related valuation 
allowances) resulting from contracts to 
service loans secured by real estate (that 
have been securitized or owned by 
others) for which the benefits of 
servicing ore expected to more then 
adequately compensate the servicer for 
performing the servicing. 

NCt/S/F means the National Credit 
Union Share Insurance Fund as defined 
byl2US.C. 1783. 

Net worth means; 

(1) The retainad earnings balanco cf 
the credit union at quarter-end as 
determined under GAAP, subject to 
porngraph (3) of this definition. 

Retained earnings consists of undivided 
earnings, regular reseives, and any other 
appropriations designated by 
management orrogdiatoTy authoritiw. 

(2) For a low inuome-dcslgDated 
crodit union, net worth also includes 
secondary capital accounts that are 
tininsured and subordinate to all other 
claims, including claims of creditors, 
shareholders, and theNCUSIF. 

(3) For a credit union that acquires 
ano^er credit union in a mutuu 
combinaKon, net worth also includes 
the retained earnings of the acquired 
credit union, or of an integrated set of 
activities and assets, less any bargain 
purchase gain recognized in mlher case 
to tho extent the difference between the 
two is greater than zero. The acquired 
retained earnings m-ust be determined at 
tho point of acquisition under generally 
accepted accounting principles, A 
mutual cembinatiun is a trarisuctiun in 
which a credit union acquiree another 
credit union or acquires on integrated 
set of activitios and a^ets tiiat is 
capable of being conducted and 
manogod as a credit union. 

(4) The term “net worth” also 
includes loans to and accounts in an 
insured credit union, established 
pursuant to section 208 of the Act [32 
U.S.C. 1788], provided such loans and 
B(wountBj 

(i) Have n remaining maturity of more 
than 6 years; 



198 


11212 Federal Registar/Vol. 79, No. Sd/Thursday, February 27, 2014/Proposed Rules 


(ii) Are subordinate to all other claims 
including those of shoroholdars, 
creditors, and tlio NCUSIF; 

(Ui) Are not pledged as security on a 
loan to, or other obligation of, any party, 

(iv) Are not insured by the NCUSIF; 

(v) Have non-cumuladve dividendaj 

(vi) Are transferable; and 

(vli) Are available to cover operating 
losses realized by the insured credit 
union that exceed its available retained 
eanUngs. 

Not worth ratio means the ratio of the 
net worth of the credit union to the total 
assets of the credit union rounded to 
txvo decimal places, 

Newcredtl un/on means a federally 
insured credit union which both has 
been iu operation for le^ than ten (10) 
yeors and has $ 10 , 000,000 or less in 
total assets, 

p/5^-i>aiance sheet items means items 
such as commitments, contingent items, 
guerantees, certnin repo-styla 
transactions, fmaocial standby letters of 
credit, and forward agreements that are 
not included on tbe balance sheet but 
are normally reported in the financial 
statement footnotes. • 

Qualifying master netting agreement 
means a written, legally enforceable 
agreement, provided that: 

(1) The agreement creates a single 
legal obligation for all individual 
transactions covered by the agrooraent 
upon an event of default, including 
upon on event of conservatorship, 
receivership, insolvency, liquldatiou, or 
similHi proceeding, of the Qountoiparty; 

(2) The agreement provides tliu cra<Ul 
union the right to accelerate, terminate, 
and close out on a not basis all 
transactions under the agreement and to 
liquidate or sbt off collateral promptly 
upon an event of default, including 
upon an event of conservatorship, 
receivership, insolvency, liquidation, or 
similar proceeding, of the counterparty, 
provided tliat. In any such case, any 
exorcise of rights under the agreement 
will not be stayed or avoided under 
applicable law in the relevant 
jurisdictions, other than in receivership, 
conservatorship, rosolullon under Oie 
Federal Deposit Insurance Act, Title II 
of the Dodd-Frank Wall Street Reform 
and Conautner Protection Act, or under 
any similar insolvency law applicable to 
GSEs; 

(3) The agreement does not contain a 
walkaway clause (that is, a provision 
that permits a non-defaulting 
counterparty to make a lower payment 
tlion it otherwise would make under the 
agreement, or no payment at all, to a 
defaulter or thn erfate of a defaulter, 
even if the defaulter or the estate is a net 
creditor under the agreement); and 


(4) ha order to recognize an agreement 
as a qualifying master netting agreement 
for purposes of this part, a credit union 
must conduct eufficnent legal review, at • 
origination and in respoiisB to any 
changes in applic^le law, to conclude 
with a well-founded basis (and maintain 
sufficient written documentation of that 
legal review) that: 

(1) The agreement meets the 
requirements of paragraph (2) of this 
definition of qomifying master netting 
agrefiment; and * 

(ii) In the event of a logal'cballeuge 
(including one resulting firom default or 
fram conservatorship, leceivorship, 
insolvency, Uquidation, pr similar 
proceeding), the relevant court and 
-.adnunistrative authorillos would find 
the agroament te be legal, valid, binding, 
and enforceable under the law of 
relevant jurisdictions. 

Risk-based capita/ ratio means the 
percentage, rounded.to two decimal 
places, of the risk-based capital 
numerator to total riak-weightad assets, 
as calculated in accordance with 
§ 702.104(a), 

Risk-w^ghted assets maana the total 
riflk-weightod assets as calculated in 
accordance with § 702.]Q4(c}. 

Senior executive officer m eans a 
senior executive officer as dofiuod by 
§ 701.14(b)(2) of this chapter. 

Sl/iores means doposits, shares, share 
certificates, shore drafts, or any other 
depository account authorized by 
federal or state law. 

Total assets. (1) For each quarter, a 
credit union must elect one of the 
measures of total assets listed in 
paragraph (2) of this definition to apply 
for all purposes under this pari except 
§§ 702.103 through 702.105 (risk-based 
capital ratio requirements). 

(2) Total assets means a credit union's 

total assets os measured either — 

(i) Average quarterly balance. The • 
credit union's total assets measured by 
the average of quarter-end balances of 
tho cauToat and three preceding 
calendar quarters; 

(ii) A wnigp monthly balance. Tho 
credit union’s total assets measured by 
the average of month-end balances over 
the three calendar montlis of the 
applicable calendar quarter; 

(rii) Average daily oalance. Tho credit 
union’s total assets measured by the > 
average doily balance over tho 
applicable ca/endar quarter; or 

Uv} Quarter-end balance. The credit ^ 
union’s total assets measured by the 
quarter-end balance of tbe applicable 
calendar quarter as reported on the 
credit union’s Call Report. 

U.S. Government ageztcy moans an 
in.'rtrumeHtality of the U.S, Governmant 
whose obli^tions are fully and . 


explicitly guaranteed as to the tiraely 
payment of principal and interest by the 
full faith and credit of tile U.S. 
Government. 

Verifiod income means receipt and 
retention of corroborative infbnnation to 
establish the reality of the income 
supporting the repayment of the loan. 

Weighted-average life of investments 
means; 

(1) For investments in registered 
investment cmi^anies (e.g,, mutual 
funds) and collective investment funds 

’ (o.g., common trusts), the nwximum 
weighted-average life or duration target 
of the investment disclosed, directly or 
indirectly, in the most recent prospectus 
or trust instrument (if the maximum 
weighted-average life or duration target 
is not disclose, the weighted-average 
life of investments means greater than 5 
years, but less than 1 0 years); 

( 2 ) For investments in money market 
binds, as defined in 17 CKR 270.2a-7, 
and collective investment funds 
operated in accordance with short-term 
invastment fund rules set forth in 12 
CFR 9.1B(b}(4)(ii)(B)(l5 trough (3), l 
year or less; 

(3) For fixed rate ddjt obligations and 
deposits that are callahle in Whole, tho 
period remaining to the maturity date; 

(4) For fixed rate debt obligations Mid 
deposits that are non-ceilable and non- 
amortizing (e.g., bullet maturity 
instruments), the period remaining to 
the maturity date; 

(5) For fixed rate debt obligations or 
deposits with periodic principal pay 
downs (e.g., mor^age-Mckad 
securities), the weighted-average life of 
investments as defined acoo^ing to 
Industry standard calculations, which 
include the impact of mischeduled 
payments; 

(B) For variable rate debt obligations 
and deposits (regardlesa of whether the 
investment amortizes), Qie poriod 
remaining to the next rate adjustment 
date; 

(7) For capital stack in mixed- 
ownership Government coiporations, as 
defined in 31 U.S.C. 9101(2), greater 
Ilian 1 year but ieaa thnn or equal to 3 
years; 

• (Q) For other equity securilios, greater 
than 10 years. 

(9) For any other investments not 
addressed above, the average time to the 
return of a dollar o f principal, 
calculated by multiplying each portion 
of principal r«:eived by uio time it is 
expected to be received (based on a 
roosonohlo and supportahle estimate of 
that rime), and then taking the total of 
these time-weighted paymanfE and 
dividing by the tottil amo^int of 
principal. 



199 


Fedei-al Register/Vol.' 79, No. 39 / Thursday, February 27, '2014/ProposDd Rules 11213 


Subpart A — Prompt Corrective Action 

§ 702.101 Copltat measures, effective date 
of cimsification, and notice to hiCUA. 

(a) Capital moasure, Pox purposes of 
dtis part, a ciodit union must detormino 
its capital classification.at the end of . . 
each calendar quarter using the 
following ineasuros; 

(1) The net wordi ratio; and 

(2) If determined to be Hpplicablo 
under § 702.103, the riak-basod capital 
ratio. 

lb) Effootive date of capital 
clas^cation. For purposes of this part, 
the oifogtlve date of a federally insured 
credit union’s capital classiEcation shall 
be the most recent to occur of; 

(1) Quarter-end effsctive date. The 
last day of the calen^ month following • 
the end of the calendar quarlerj or 

(2) Corrected capital dassj^caboji. 

The date tho.cradit union received 
subsequent written notice from NCUA 
or, if state-chartered, from the 
appropriate state ofEcial, of a decline in 
capital classification due to correction 
of an error or misstatement in the credit 
union’s most rocent Call Report; or 

(3) Reclassification to lower calsgory. 
The date the credit union received 
written notice &om NCUA or, if state- 
chartered, the appropriate state officiul, 
of roclossification on .safety and 
amuidness ^unds as provided under 
S§ 702.102(b) or 702. 202(d). 


(c) Notice to NCUA by filing Call 
Report, (!) Other than by filing a Coll 
Report, afadereUyinsnmdcr^ituniou ' 
need not notify the NCUA Board of a 
change in its capital medsures that 
places the credit union in a lower 
capital category; . 

(2) Foilura to timelyfilo a Call R^ort 
as rogulrod under dds section in no way 
alters the cfioctivc date of a change in 
capital classification under paragraph 

(b) of this section, or the effected crodit 
.union’s coiresponding obligations 
under this part. 

§702.102 CapHet claseiflcatkins. 

(a) Capital categones. Except for 
cre{fit unions de^cd aa “new" under 
subparl B of this part, a credit union 
shall be deemed to be classified (Table 
1 ofthis section) — 

(1) Well capi^ized if; 

(1) Net worth ratio. The credit union 
has a net worth ratio of 7.0 percent or 
greater, and 

fii) Risk-based qapital ratio. The 
ciudit union, if complmc, has a total risk- 
based capital ratio of 10.5 percent or 
greater. 

(2) Adequately eapitafized if: 

(i) Net worth ratio. The crodit xmion 
has a net worth ratio of B.0 percont or 
groaterj and 

(ii) Risk-based capita/ ratio. Hio 
credit union, if complex, has a total risk- 
based capital ratio of B.0 porcent or 
greater. 


(3) [/ndereopjtaiized if: 

(i) Net worth ratio. The credit union 
has a net worth ratio of 4.0 percent or 
greater; and 

(ii) Risk-based capital ratio. The 
cr^t union, if complex, foils to meet 
the minimum 8.0 percent total risk 
based capital requiroment 

(4) Sign^icantly undercapitalized if; 

(i) The credit union meets the 
definition of underoapitnlized, has a net 
worth ratio of leas tlian 5.0 percent, and 
has received notice that its net worth 
restoration plau has not been approved 
(to qualify for a hi^er net wordi 
classification, a significantly 
undercapitalized credit union must 
have a net worth restoration plan 
approved by NCUA); 

(ii) The credit union has a net worth 
ratio of 2,0 percent or more but less than 

4.0 percent; or 

(iii) The credit union has a net worth 
ratio of 4.0 pmcent or more but less than 

5.0 percent, and either — 

(A) Fails to submit an ocoeptable net 
worth restoraldcm plan within the time 
prescribed in § 702.111; or 

(D) Materially f[nls to implement a net 
worth restoration plan approved by the 
NCUA Board. 

(5) Crifj'co//yundercap;taZjz<?difitbai5 
a not worth ratio of less than 2.0 
poicont. 


Table 1 to §702.102— Capr-al Categories 


A credit union’s capital 
claselHcalton (s . . , 

Net worlli ratio 

Rlsk-boeed capital rath) 

And subject to feiiming condlllcin(s) . . . 




Musi pass both net worth raHo and risk-based capital 
ratio, 

Must pass both net worth raHo and rtsK-basad capital 
ratio. 

Must pass both net worth ratio and rlsk-basod o^tal 
ratio. 

Or 11 "undarcapHalizod at < 5% net wortfi and fails to 
timely submit or matertolfy tmplemont an approved 
net Wort!) restoration plan. 

None. 


6% Jo 6.99% j 





SlgnJIkanlly Undoroapllal- 
Izod. 

Crillcany Utxiofcapitallzed ... 



Less than 2% 

m 


(b) Reclassification basad on 
supervisory edten'o otberthan net 
M'orth. Tlio NCUA Board may reedassify 
a well capitalized credit union as 
adequately capitalized and may inquire 
an adequately capilalized or 
undorcapitalizod credit union to comply 
with, certain mandatory ox discretionary 
supervisory actions as if it wore 
classified in the next lower capital 
category (each of such actions 
hBrelnaftuT referred to gonorally as 
“reclassification”) in Iho following 
cjraum.-dances: 


(1) Unsafe or unsound condition. The 
NCUA Board has dotonntnod, ofter 
notice and opportunity forbearing 
pursuant to § 74 7.2003 of Ibis chapter, 
that the crodit union is in an unsafe or 
unsound condition; or 

(2) Unsafe ar unsound praefiew. The 
NCUA Board has determined, afier 
notice and opportunity for bearing 
pursuant to § 747.2003 of fids chapter, 
that the credit union has not corrected 

a material unsaib or unsound practico of 
which ii was, or should have been, 
awara. 


(c) Non-delegation. The NCUA Board 
may not delegate its authority to 
roclassily a crodit union undor 

_ paragraph (b) of this section. 

(d) Gonsultation with state o^ciale. 
The NCUA Board shall consult and seek 
to work cooperotively withtho 
appropriate state official before 
reclassifying o federally insured state- 
chorterod crodit union under pa ragr aph 
(b) ofthis fioction, and shall promptly 
notify the appropriate stato official of its 
decision to rrolassify. 
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§702.103 AppiicabHity of risk-based 
capital ratla measure. 

For pu^osos of § 702.102, a cradit 
union is defined as “comploc” and a 
risk-based capital ratio requirement is 
applicable only If the crodlt union’s 
quartar-ond loial assets exceed fifty 
million dollars ($50,000,000), as 
reflected in Its most recent Call Report. 

§702.1 04 Rlsk-t^sed capital raOo 
measures. 

A complex credit union must 
calculate its risk-based capital ratio in 
accordance with this section. 

(a) CaicuJafion of the risk-based 
capital ratio. To determme its risk-based 
capital ratio a complex credit union 
must calculate the perceoitago, rounded 
to two decimal places, of its risk-based 
capital numerator as described in 
paragraph (b) of this section to Its total 
risk-weighted assets as described in 
paragraph (c) of this section. 

(b) lUsk-based capital rat/o 
nmnerator. The risk-based capital ratio 
numerator is the sum of flio specific 
capital oloments in pai'agraph (b)(1) of 
this section, minus the regulatory 
adjustmonts in paragraph (b)(2l of this 
section. 

(l) Capital elements of the risk-based 
capital rtdio numemtor. The capital 
elements of tho risk-based capit^ 
numorotw ore; 

(1) Undivided ooinings (including any 
regular itjserve); 

(li) Appropriation for non-conforming 
luvostments; 

(iil) Other reserves; 

(Iv) Equity acquired in merger; 

(v) Not income; 

(vi) AIJLL, limited to 1,25% of risk 
assets; 

(vii) Secondary capital accounts 
included in not wor^ (as defined in 
§ 702.2); and 

(viii) Section 208 assistance included 
In net worth (as defined in § 702.2). 

(2) Tiisk-based capita) numerator 
deductions. Tho elements deducted 
from tli8 sum of the risk-based capital 
elements are: 

(i) NCUSIF Capitalization Deposit; 

(il) Goodwill; 

(lii) Other intangible assets; and 

(iv) Identified losses not roflected In 
tho risk-based capital ratio numerator. 

(c) Tofai risk-weighted assets. (1) 
Geneial Total risk-woiglited assets 
includes risk-woighted on-bolanco shoot 
assets as described in paragraph (c)( 2 ) of 
this section, plus the lisk-wolghtod off- 
balanco sheet assets in poragraph {c)(3) 
of fliis sotJtion, plus the risk-woighted • 
derivatives in paragraph (c)(4) of this 
section, less the risk-based capital 
numerator doductious in parograph 
(b)(2) of this section. 


(2) Risk-woigliis fiff on-balance sheet 
assets. The ri» categorios end weights 
for assets li^ed on a complex credit 
union's balance shoet aie'as follows: 

(i) Category 1 — zero percent riak- 
weight A cradit indon must assign a 
zero percent risk-weight to: 

(Aj Cash on hand, wWch.fnciudes the 
change fund ({x)in, cuirmicy, and carii 
items), vault cash, vault funds in transit 
and currency supplied from automatic 
teilor machines. 

(B) NCUSIF capital deposit. 

(C) Debt instruments unconditionally 
guaranteed by the NCUA or the Federal 
Deposit Insurance Corporation. 

U,S, Government obligations 
directly and unconditionally guaranteed 
by the full faith and cxedit of the U.S. 
Govomment, including U.S.-TTeaRury . 
bills, notes, bonds, zero coupon bonds, 
and separate trading of ri^istered 
inton^t and principal aocuritios 
(STRIPS). 

(E) Non-delinqimnl student loans 
unconditionally guaranteed by a U,S. 
Govainment agency. 

(ii) Category! — 20 percentrisk- 

A credit union must assign a 20 
percent riak-weight to: 

(A) Cosh on deposit, which innludos 
balances on dopoeit in insured financial 
institutions and deposits in transit. 
Those amounts may or may not bo 
subject to withdrawal by c^cck. and 
tl)ay may or may notbe^ interest. 
Examples include overnight accounts, 
corporate credit union daily accounts, 
money market accounts, and checking 
accounts. 

(B) Caah equivolonts (investments 
with original maturities of throe months 
or lees). Cosh equivaleoits are short-torm, 
highly liquid non-security invoslmants 
that have an original maturity of 3 
months or less at (he time of purchase, 
are readily convertible to known 
amounts of cosh, and are usod as part of 
the credit union's cash management 
activitfos. 

(C) Tho total omount of investments 
with a weighted-average life of one year 
or less, 

(D) Residential mortgages guaranteed 
by the U.S, Government through tho 
Federal Houaing Administration or the 
Dopartmont of Veterans Affairs. 

(E) Loans guaranteed 75 percent or 
more by the Small Business 
Adminietretion, U.S- Dopaitraent of 
Agriculture, or olhor U.S. Government 
agency. 

(iii) Category 3 — 50 percent risk- 
weight A credit nnion must assign a 50 
percent risk-weight to: 

(A) Tho total amount of investments 
with a weighted-average life of greater 
than one year, but less than or equal to 
throe years. 


(B) The total amount of current and 
non-delinquent first mortgage real eslaie 
loans less than or equal to 25 percent of 
total assets. 

(iv) Ctitegojv4 — 75 percent risk- 
weight A credit union must assign a' 75 
percent riak-weight to; 

(A) The total amount of investments 
.with a woi^ted-averago life of greater 
than three years, but less than or equal 
to five years. 

(B) Current and non-delinquent 
unsecured credit card loans, other 
unsecured loans and lines of credit, 
short-term, small amount loans (STS), 
new vehicle loans, used vehiede loans, 
leases receivable and ell other loans. ' 
(Excluding loans reported as member 
business loans). 

(C) Current and non-delinquent first 
mortgage real estate loans greater than 
2 5 percent of total assets and less than 
or equal to 35 percent of assets. 

[y* Category S — 100 percent risk- 
weight A credit union must assign a 100 
percent risk-weight to: 

(A) Corporate credit union 
nonpccDotual capital. 

(BJ The total outstanding principal 
amount of loans to CUSOs. 

(C) Current and non-delinquent first 
mortgage real estate loans greater than 
35 percent of total assets. 

(D) Delinquent first mortgage real 
estate loans. 

(E) Other rool ostate-socurod loans less 
than or equal to 10 percent of assets. 

^) Member business loans less than 
or eguol to 15 percent of assets, 

(Cj Ipoans b^d for sale. 

(H) The total amount of any 
foreclosures and repossossod assets. 

(I) Lond and building, less 
deproclatlon on building. 

U) Any other fixed assets, such as 
furniture and fixtures and leasehold 
imjprovements, leas related depreciation. 

(K) Curront non-fedorally insured 
student loans. 

(L) All other assets not specifiGally 
assigned a risk-wei^t but included in 
the balance sheet. 

(vi) Category 6 — 125 percent risk- 
weight A crodit union must assign a 125 
percent risk-weight to the total amount 
of all other real estato-secuied loons 
greoter than 10 percent of assets and loss 
than or equal to 20 percent of assets. 

(vii) Category 7 — 150 percent risk- 
weight A credit union must assign a 150 
percent risk-weight to: 

(A) Tho total amount of investmmits 
with a weighted-average life of greater 
than five years, but less than or equal to 
ten years, 

(B) Any delinquent unsecured credit 
card loans; other unsecured loans and 
lines of credit; ahort-term, small amount 
loanej non-foderally guarantoed student 
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loQnsj new vehicle loansj used vehicle 
loans; leases receivable; and all other 
loans (excluding loans roporled as 
mombor business loans). 

(C) The total amount of all other real 
estate-seGured loans greater than 20 
percent of assets. 

(D) Any member business loans 
greater dian 15 percont of assets and loss 
than or equal to 25 percent oF assets. 

(vlii) Ckit^oiy 8 — SOD percent tisk- 
weigbt. A credit union must assign a 200 
percent risk-weight to; 

(A) Corporate credit union porpotuol 
capital. 

(B) TIio total amount of investments 
with a weightod-avorago life of greater 
than 10 yoera. 

(C) The total amount of member 
business loans greater than 25 percent of 
assets, other than member business 
loans included in Category 3 (paragraph 
(c)(2}(ili) of this section). 

(ix) Category 9 — 250 percent risk- 
weight A credit union must assign a 260 
percent risk-weight to: 

' (A) The total value of investments in 
CUSOs. 

(B) The total value of mortgage 
servicing assets. 

(x) CkitegorylO — 1,250 percent risk- 
we/ght A credit union must assign a 
1,260 percent risk-weight (fl% * 1,230% 
«s 100 % ) to on asset-backed investment 
for which the credit union is unable to 
demonstrate, as required under 
paragraph (d) of this suction, a 
comprehensive understanding of the 


fsaiuros of the asset-backed investment 
that would matorialfy a^ict its 
performance, 

(3) Risk-weights for off-balance sheet 
activities. The rlsk-waightod amounts 
for all niX-balanco sheet items are 
dstermiued by multiplying the notional 
principal, or lace value, by the 
appropriate conversion factor and the 
assigned risk-wolght as followe; 

(ij A 75 percent conversion factor 
with a 100 pOTcent riak-waight for 
unfunded CQnunidnente far member 
business loans. 

(U) A 75 percent conversion factor 
with a 100 percent risk-weight for 
member business loans transferred with 
limited reoourse.- 

(iii) A 75 percent conversion factor 
with a 50 percent risk-weigbt for first 
morlgago real estate loons Ironsferrod 
with limited recourse. 

(iv) A 76 percont conversion factor 
with a lOD percent risk-weight for other 
real estate loans transferred with limited 
recourse. 

(v) A 75 percont conversion factor 
with a lOD percent risk-weight for non- 
federally guaranteed student loans 
transferred with limited Tucourse. 

(vi) A 75 percent conversion factor 
with a 75 percont risk-wolght for all 
other loans transferred with limiled 
recourse. 

(vil) A 10 percont convorsion fector 
with a 75 porconl risk-weight for total 
unfundod commitments for non- 
business loans. 


(4) Derivatives, (i) Single derivoh'ves 
contract exposure amount. Except as 
modified by paragraph (G)(4)(iii) of this 
section, the exposure amount for a 
single derivatives contract tliat is not 
subjoct to a qualifying master netting 
agreement is equal to the sum of the 
credit union’s current credit exposure 
and potential future credit exposure 
(PFE) on the derivatives contract. 

(A) Ciiirent credit exposure. Hie 
current credit exposure for a single 
derivativos contract Is the greater of the 
mark-to-Mr value of the derivatives 
contract or zero. 

CB) Potential future credit exposure 
(PFE). (J) The PFE fear a single 
derivatives contract, Including a 
derivatl\'E8 contract with a negative 
mark-to-fair value, is calculate by 
multiplying the notional principal 
amount of the derivatives contract by 
the appropriate convorsion factor in 
Table 1 of this section. 

( 2 ) For a derivatives contract that is 
sti'uclured such that ou specified dates 
any outstanding exposure is settled end 
the terms are reset so that the fair value 
of tha contract is zero, the remaining 
maturity equals the time until tho next 
reset date. 

(3) For an intorest rate derivative.? 
contract with a remaining maturity of 
greater than one year that meets these 
criteria, the nunimum conversion factor 
is 0,005. 


Table i to § 702.104— Conversion Factor Matrix for derivatives Contracts 


Remaining maluffly 

Interest rate 

Other 


0.00 

0.005 

0.016- 

0.10 

ai2 

0.15 

Greater than one year arxJ less lhan or ooual to five years 

Greater lhan five years 



(ii) Multiple derivatfvHS ooniraots 
subject to a qualifying master netting 
agreement ^cept as modified by 
paragraph (c)(4Kiii) of this section, tho 
oxpasuro amount for ruultiplo 
derivatives contrncte subjoct to a 
qualifying master netting agreement is 
equal to uio sum of the net current 
credit exposure and the adjusted sum of 
the PFE amounts for all derivatives 
contracts subject to the qualifying 
master notting agreomant. 

(A) Nat ciurent credit exposure. The 
net current credit exposure is the greater 
of tbo net sum of all positive and 
negative mark-to-fair values of the 
individual derivotlvas contracts subject 
to the qualifying master netting 
agreement or zero. 

(B) Adjusted sum of the PFE amounts. 
The adjusted .sura of the PFR amounts, 


Anel, is calculated as Anot » (0.4 x 
Agross) + (0.0 X NCR x Agross), where: 

(J) Agross equals the gross PFE (that 
is. the 6\im of the PFE amounts as 
determined untW paragraph (c)(4){i)(B) 
of this section for each individual 
derivatives contract subject to the 
qualifying master netting ogreament); 
and 

(2) Nel-to^ross Ratio (NCR) equals 
the ratio of the net current credit 
exposure to the gross current credit 
exposure. In calculating the NCR, Ilia 
grass current credit exposure equals the 
vS\wn of the positive current credit 
exposures (as determined under 
pQragrQpli(c)(4Hi)(A) oftliis.sectlon) of . 
all individual dariyativos contracts 
subject to the qualifying master netting 
agreement. 


(iii) Recognition of credit risk 
initiation of caUaUmlized derivatives 
nonlrncts^ A credit union may recognize 
the a'edit risk mitigation, benefits of 
financial collateral that secures a 
derivatives contract or mnltlplo 
derivatives contracts srubjoct to a 
qualifying master netting agreement 
(netting set) by using the simple 
approach in paragraph (g)(4)(v) of this 
section. 

(iv) AHernative approach. As an 
alternative to the simple approach, a 
credit union may recognize the cr^it 
risk mitigation benofils of financial 
Gallat'eral that sacuras such a contract or 
nollhig set if die financial collatei-Eil Is 
markod-tO'fair value on a dolly basis 
and subject to a daily margin 
maintonance requirement by applying a 
risk-weight to the exposure es if it ware 
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UDCollateralizod end adjusting the 
exposure omoiuit calculated under 
paragraph (G)(4)(i) ol this secUon using 
the collateral approach in paragraph 
(c)(4}(v) of this section. Tho credit union 
must substitute the exposure amount ; 
calculated under paragraph [c)(4)(i){A) 
or (B) of this secdon for exposure 
amount In the aquation in paragraph 
(cK4)(v). 

(v) GoJ/afeiu/ieedtransacrfi'ons. (A) 
General. A credit union may use the 
approach in paragraph Cc)(4)(v)(B) of 
this section to recognize the risk- 
mitigating efkcts of financial collatoral. 

{Bj Simple coUateralized derivatives 
approach. To qualify for the simple 
approach, the nnantdal collateral must 
meet the following requiromBnts: 

(2) The collaterS must be subject to 
a collateral element for at least the life 
of the exposure; 

(2) The collateral must ba revalued at 
least every six months; and 

(3) The cellatorarond the exposure 
mxul be denominated in Urn same 
currency. 

(C) Risk-weight substitution. (3) A 
credit union may apply a risk-weight to 
the portion of an exposure that is 
secured by the fair value of financial 
collatoral (that meets the rt^uiremonts 
for the simple collateralized approoch of 
this section) based on tho risk-weight 
ossignod to tho Gollatorol os established 
under § 702, 104(c). 

(5) A credit union must apply a risk- 
weight to the unsocured portion of the 
exposure based on the risk-weight 
applicable to the exposure \mdar this 
aubpart. 

(D) Exceptions to the 20 percent risk- 
wei^tpoor and other lequiremeuts. 
No^thstandingtho simple 
collateralized d^vatives approach in 
para«aph (c)(4)(v)(B) of this soction: 

(1) A crodli union may assign a zero 
percent risk-weiglit to au exposure to a 
derivatives contract that is markod-to- 
markot on a daily basis and subject to 

a daily margin maintenance 
roquiromonl, to the extent the contract 
is collateralizodby cash on deposit, 

{2] A credit union may assign a 10 
Mrcent risk-weight to sn exposure to an 
derivatives contract that is morked-to- ' 
markot daily and subject to o dally 
margin maintenanco requirement, to the 
extent that the contract is collateralized 
by an exposure that qualifies for a zero 
percent risk-woighl under 
§702.104(c)(2)(!i). 

(E) A credit union may assign u zero 
percent risk-weight to the coliutenilizod 
portion of an exposure whore: 

(3) Tho financial collatoral Is cash on 
deposit; or 

[2) The financial collateral is on 
exposure that qualifies for a zero * 


percent under 

§ 702.1(H(c){2){U), and tho credit union • 
has discounted the fair ^ue of the 
collataral by 2D percent 

(d) Pue Silence lequiisments for 
asset-backed inve^ments. (1) If a credit 
union is unable to demonstrats to the 
NGUA a comprehensive understanding 
of the features of an asset-baoked 
investment eiqioaure that would 
materially affect the performance of the 
exposure, the modit union must assign 
-a 1,250 percent risk-weight to the asset- 
'backed investment exposura The credit 
union’s analysis must be commensurato 
with tho complexity of the asset-baoked 
investment and the materiality oftha 
position in relation to regulatory capital 
according to this part 

(2) A credit union must demonstrate 
its comprehensive understanding of on 
asset-backed investment e^qposure imder 
paragraph (d)(1) of this section, for each 
asset-backed investment exposure 

(i) Conducting an analysis of tho nsk 
characteristics of on investment 
exposure prior to acquiring the exposura 
end dccumontlng such analysis within 
three business days after acquiring the 
exposure, considering: - - 

(A) Structural Churns of the 
bivostment that would materially 
impact the perfarmanca of tho exposure, 
for example, the contractual cash flow 
walerMl, waterfall-relatad triggers, 
credit onbancemonts. liquidity 
onhoncomonta, fair value triggers, the 
porformofico of oiganizalions that 
sorvico tho position, and deal-specific 
definitions default; 

(B) Relevant information regai'ding tho 
porformance of the underlying credit 
exposurofs), for example, the perewtsgo 
of loans 30, 60, and SO days past due; 
default rates; prepayment rates; loans in 
foreclosure; property typos; occupancy; 
averogo credit score or other measures of 
GToditworlJiltioss; average loan-to-vnlue 
ratio; and industry and geographic 
divarsifleation data on tho underlying 
expos urefs); 

to Relevant markot data of the asset- 
backed investment, for example, bid-ask 
spreads, most recent sales price and 
historical price volatility, treding 
volume, implied markot rating, and size, 
depth, and coucontration lov^ oftho 
markot for tho investment; and 

(D) For roinvestmeut ejqiosuros, 
perfonnanco information on the 
underlying investment exptKuros, for 
example, the issuer name and credit 
quality, and tlio characteristics end 
performance of tlio o^qposuros 
undorlyiug the investment exposures; 
and 

(ii) On an ongoing basis (no less 
frequently than quarterly), OTOluating, 
reviewing, and updating as appropriate 


the analysis required under this section 
for each investment exposure. 

§702.105 individual minimum caphd 
requirements. 

(a) General. Hi© rules and procedures 
specified in this paxa^ph (t^ apply to 
tne establishment of an individui 
minimum oapilal requirement for a 
credit union that varies from any of the 
risk-based capital lequiremontCs) that 
■would otherwise apply to the credit 
unicai under this part. 

(b) Appropriate conaidarDtions^br 
establishing individual minimum 
capital requirements. Minimum capital 
levels lughor than the risk-based capital 
requirements under this part may be 
appropriate for individual credit unions. 
NCUA may establish increased 
individual minimum capital 
requirements upon its dotermination 
that tiia credit union's capital is or may 
become inadequate in view of tho credit 
union’s circumslances. For example, 
hi^r capital levels may be appropriate 
when NCUA determinee that; 

(1) A credit union is receiving special 
supervisory attention; 

(2) A credit union has or is e^qiected 
to have losses resulting in capitfd 
inadequacy; 

(S) A credit union has a high dogroo 
of exposure to interest rate risk, 
prepayment risk, credit risk, 
concontratioii risk, certain risks arising 
from nojitradltional activities or similar 
risks, or a high proportion of off-balance 
sheet risk; 

(4) A credit union has poor liquidity 
or cash flow; 

(5) A credit union is growing, either 
internally or through acquisitions, at 
such a rate that supervisory problems 
aro presented that aro not adequately 
addressed by other NCUA regulations or 
othor guidance; 

(5) A credit union may be adversely 
affected by tho activities or condition of 
its CUSOs or other persons or entities 
witli which it has significant business 
relationships, including concontrations 
of credit; 

(7) A credit union ■with a portfolio 
reflecting weak credit quality or a 
significant llkoBhood of financial loss, 
cff which has loans or securities in 
nonparforming status or on which 
borrowers fail to comply with 
repayment terms; 

(8) A credit union lias imidoquate 
underwriting policies, standards, or 
procedures for its loons and 
investments; 

(9) A credit union has failed to 
properly plan for, or oxocuto, nocessary 
retained earnings growth, or 

( 10 ) A credit union hoa a record of 
operational losses that exceeds the 
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overage of other Bimilarly situated nradit 
unions; has monagemeat deficiencies, 
including failure to adequately monitor 
and control hnandal and operating 
rieks, particularly the risks presented by 
concentrations of credit and 
nontraditionai activities; or has a poor 
record of supervisory compliance. 

(c) Standards for determination of 
appropriate individual minimum 
capital requiremenfs. The appropriate 
minimum capital levels for an 
individual credit union cannot be . 
determined solely thiough the 
application of a rigid mathematical 
formula or wholly objective critarla, The 
decision is nojessarily based, in part, on 
subjective judgment grounded in agency 
expertise. The fectors to be considered 
in NCUA’s determination vary in 
each case end may include, for example: 

(1) The oonditions or circumstances 
leading to the determination that a 
higher ralnirntmi capital requhement is 
appropriate or necessary for the ci-edit 
union; 

C2) The urgency of thase 
circumatancBS or potential prohlema; 

(3) The overall condition, 
management strength, and future 
prospects of the credit union and, if 
applicable, ite subsidiaries, affiliatos, 
and business partners; 

(4) The credit union’s liquidity, 
capital, and olhor indicators of Hoancial 
stability, particularly as compered with 
those cu similarly situatod credit unions; 
and 

(5) The policies and practices of the 
ur^U union's directors, oncers, and 
senior managemont as well as the 
internal uont'ol and internal audit 
syatema for implementation of sucli , 
adopted polidos and practices, 

§ 702.1 D6 Prompt corrective action (or 
adequately capitanzed credit unions. 

• (a) Sernings retention. Beginning on 
the effective date of classification as 
adequately capitalizod or lower, a 
fedaroily insured credit union must 
increase the dollar amount of its net 
worth qiiarterly either In the cutTBal 
quarter, or on average over the crvirrent 
and three preceding qunrttsre, by an 
amount equivalent to at least 1/lOth 
percent (0.1%) of its total assets (or 
more by choice), until it is well 
capitalizod. 

(b) Pecreose in retention. Upon 
wrilton application received no later 
than 14 days before the quarter end, tho' 
NCUA Bo^, on a case-by-oase basis, 
may permit a credit union to increase 
the dollar amount of its net worth by an 
amount that ia less than the amount 
required under paragraph (a) of this 
section, to tho extent the NCUA Board 
detormines that sudi lesser amount — 


(1) Is necessary to avoid e signihuont 
redemption of shares; and 

(2) Would further the purpose of this 
part. 

(c) Decrease byFlSCU. The NCUA 
Board shall con^t and ^ek to work 
cooperatively with tho appropriate state 
official before permitting a federally - . 
insured state-chartered credit union to 
decrease its ooinlngs retention under 
paragraph (b) of this section, 

(d) PeiiodiarevUsw. A dedfdon under 
paragraph fo) of this section to permit a 
credit union to deesuese its earnings 
retention is subject to quarterly review 
and revocation except whan the credit 
union is operating und^ au approvad 
not worth restoration plan that provides 
for decreasing its earnings retention as 
provided under paragraph (b) of this 
section. 

§702.107 Prompt corrective action for 
undercapiteilzed credU unions. 

[a) Mandatory supervisory actions by 
credit union. A credU union which is 
undoTc^pitalized must — 

(1) Fomings retention. Increase net 
worth In occordanco with §702.106; 

(2) Submit net worth restoration plan. 
Submit a net worth restoration plan 

ursuant to § 702.111, provided 

owever, that a credit union in this 
category having a net worth ratio of less 
than five percent (5%) which fails to 
timely submit sucli a plan, or which 
materially foils to implemant an 
approved plan, Is classified significantly 
undercapitalized pursuant to 
§702.1Q2(Q)(4){ii); 

(3) ilastricf increase in assets. 
Beginning tho oiYective dato of 
classiftcalioiias undercapitalized or 
lower, not poimit the cjr^t union’s 
assets to increase beyond its total assets 
for the prooeding quarter unless — 

(i) Plan approved. 51ie NCUA Board 
has approved a net worth restoration 
plan which provides for an Increase in 
total assets and — 

(A) The assets of the credit union are 
increasing consistent with the approved 
plan; end 

CB) The credit union is implemenling 
steps to increase the net worth ratio 
consistent with the approved plsn; 

(ii) Plan not approx'ed. The NCUA 
Board has not approved anot worth 
restoration plan and total assate of tlio 
credit union are iuercasing because of 
increases since quarter-end in belances 
of: 

(A) Total accounts receivable and 
accrued incomo on loans ond 
investments; or 

(B) Total cash and cosh cquiTOloiils; 
or 

{C) Total loans outstanding, not to 
exceed the sum df total assets plus the 


quarter-ond balance of unused 
commltmonts to land and unused lines 
of credit provided however that a credit 
union which increases a balance as 
permitted under paragraphs (a)(3)(ii)(A), 
(B) or (C) of this section cannot offer 
rates on shares in excess of prevailing 
rates on shares in its relevant markfit 
area, and cannot opon new branches; 

(4) Restrict member business loans. 
Beginning the effective date of 
claseificaUoii as undercapitnlizad or 
lower, not increase the trtal dollar 
amount of member business loans 
(defined as loans outstanding and 
unused commitments to lend) as of the 
preceding quarter-end unless it is 
granted an exception under 12 U.S.C. 
1757a(b). 

(b) .Socond tier discretionary 
supervfsQjyocfjDns by NCUA. Subject to 
the applicable procedures for issuing, 
reviewing and enforcing directives sot 
forth in subpart L of part 747 of this • 
chapter, the NCUA Board may, by 
directive, take one or more of the 
following actions with raspset to an 
undercapitalized credit union having a 
net worth ratio of less than five percent 
(6%), or a director, oflicor or employee 
of such a credit union, if it dotennines 
that those actions are necessary to carry 
out ihe purpose of this part: 

(1) JioquMng prior approval for 
acquisitions, branching, nawiines of 
business. Prohibit a credit uniou from, 
directly or indirectly, acquiring any . 
intorest in any business entity or 
financial institution, astablishing or 
acquiring any additional bronch office, 
or engaging in any new line of business, 
unless the NCUA Board has approved 
the credit union’s net worth lestoration 
plan, tho credit union is implementing 
its plan, and the NCUA Botud 
determines that thie ptopoBud action is 
con.sistcnt with and will fiirtlicr tlie 
objectives of that plan; 

(2) Restricting transactions with and 
ovmership ofCUSO. Restrict the credit 
union’s transactions with a CUSO, or 
require the credit union to reduce or 
div^t its ownotsliip icterest in a CUSO; 

(3) Restricting dividends paid. Restrict 
the dividend rotes the credit union pays 
on shares to the prevailing rates paid on 
compareble accounts and maturities in 
the relevant market area, as determined 
by the NCUA Board, except that' 
dividend rates already doclarod on 
shores acquired before imposing a 
rDStriction under this paragroph may not 
ho retroactively restricted; 

(4) Proh/Ming or redum’ng asset 
growth. Prohibit any giuvrtli in the 
credit union’s assets or in a category of 
assets, or require the credit union to 
reduc® its assets or a category of assets; 
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(5) Alter, reduce, or terminate activity. 
Require the credit union or its CUSO to 
altar, reduce, or terminate tmy activity 
which posoB excessive risk to the credit 
union; 

[6} Prohibiting nonmember deposits. 
Prohibit the credit union from accepting 
all or certain nonmembor deposits; 

(7) Diemissing di’recfor or senior 
executive officer. Require the credit 
union to dismiss from office any 
director or senior executive officer, 
provided however, that a dismissal 
under this clause shall not be construed 
to be Q formal administrative action for 
removal under 12 U.S.C, 1786(g)j 

(5) Employing quahffed senior 
executive officer. Require the credit 
union to employ qualified senior 
oxecutivG officers [who, if the NCUA 
Board so specifies, shall be sub|oct to its 
approval); and 

(9) Other action to carryout prompt 
corrective action. Restrict or require 
such other oction by the credit union aa 
the NGUA Board determines will carry 
out the purpose of this part better than 
any of the actiona proscribed in 
paragrapiis [b)(l) through [8) of this 
section. 

(c) First tier application of 
discrehonojy supervisory actions. An 
undercQpitaliaea credit iinion having a 
not worth ratio of five porcenl (5%) or 
more, or which is classified 
undercapitalized by reason of falling to 
satisfy a risk-based net wmlh 
requiromont under § 702.104, is subject 
to the discretionary supervisory actions 
in paragraph (b) of this section if it falls 
to com^y with any mandatory 
supervisory action in paragraph (a) of 
this section or fails to timoly implement 
on approved net worth restoration plan 
under § 702.111, including meoting its 
prescribed steps to increase its not 
worth ratio. 

g 702.1 08 Prompt corrective action for 
algiyficantly und^capltallzcd credit unions. 

(a) Mandatory supen^aory actions by 
crsdil union. A credit union which is 
aignifi^mtly undercapitalized must — 

(1) ISamings retention. Increase net 
worth in, accordance with § 71)2.106; 

(2) Submit net worth restoration plan. 
Sijhmit a not worth restoration plan 
purauanl to § 702.111; 

(3) Restrict inrrBa.se in assets. Not 
pennit the credit union’s total assets to 
Increaso except as provldod In 

§ 702.107(a)C3); and 

(4) Bestdet member business loans. 
Not increase the total dollar amount of 
member business loans (defined as 
loaus outstanding and unused 
commitraonts to lend) as provided in 

§ 702.107(a)(4), 


(b) Discretionary supervisory actions 
by NCUA, Sub|Bct to tlio applicable • 
procedure.^ for issuing, leviowing and 
-enforcing directlvas sot forth in subpart 
L of part 747 of this chapter, the NCUA 
Board may, by dkectiim, talra' one or 
more of the followit^ actions with 
respect to any signi&ontly 
undercapitalized m^t union, or a ■ ' 
director, officer or omployefe of sudj 
credit union, if it dotennines (hat those 
actiona are necessary to carry out the 
purpoao of this part: 

{t) Requiring prior approval for . 
acquisitions, hmheiung; newlines of 
business. Prbhibit a crodit union from, 
directly or indirectly, acquiring any 
interest in any business entity ur 
financial institution, establishing or 
acquiring mty additional branch office, - 
or engaging in any new line of business, 
except ae provided in § 702.107(b)(1); 

(2| Restricting transactions with an d 
ownership of CUSO. Roatrict the credit 
union's tranaaotlona wiffi a CUSO, dr ’ 
require the credit union to divest or 
reduce its ownership interest in a 

caso; ' . 

(3) RestFicth}g dividends paid. Roslrict 
the dividend rotes that the crodit union . 
pays on shores as provided in 

§ 702.107(b)(3)j . 

(4) Pmhibiting or redueij^ asset 
gron'tli. Prohibit any growth in the 
credit lunion’s assets or in a category of 
assets, or require the credit union' to ' 
reduce assets or a category of assets; 

(5) Alter, reduce or terminate activity. 
Require the credit union or its CUSO(s) 
to alter, reduce, or terminato any ■ 
activity which poses excesslvo risk to 
the credit union; 

(6) Prohibj'ringnonmember deposits. 
Prohibit the credit union from accepting 
oil or certain nonmembor deposits; 

(7) New election of directors. Order a • 
new election of the credit imion's board 
ofdiroctore; 

(8) Dismbising director or senior 
executive officer. Requiro the credit 
union to dismiss -from office any 
director or senior cxoculivo officer, 
provided however, that a dismissal 
under this clause shall not be constmocl 
to bo a formal administrativo action for 
removal nnder 12 U.S.C. 1766^); 

(9) Employing qualified senior 
execut/ve o^'cer. Require tiio credit 
union to employ qualified sonior - 
axecutivo Officers (who, if the NGUA 
Board so specifies, sholl bo subjoct to its 
approval); 

■ flO)i?Grfrict/ng5eniarexcciitive. 
officers^ compensation. Except witli the 
prior written approval of the NCUA 
Board, limit compensation to any senior - 
executive officer to that officer’s average 
rato of compensation [excluding ■ 
bonusos and profit sharing) during the 


four (4) calendar quortore preceding the 
effective date of classiiiGatlon of the 
. crodit union as- significantly 
undarcapitalizod, and prohibit payment 
of a bonus Or prdfit share to euch-offleer;. 

(11) Other actions to exmy out prompt 
corrective action. Restrict or laquire • 
such other action by the crodit union as 
the NCUA Board determines- wdll cairy 
out the purpose of this part hotter thah 
any of the actions presmibed in 
paragraphs (&)(!) tluough (ID) of this 

• section;- and . " 

(12) Requiring xnerger. Roquire the 

• credit union to merge with another 
financial Institution if ono or more 
groimdS exist for placqig the credit 
union into conservatorship pursuant to 
12 U.S.G. 17a6(h)(l)(F), or into 
liquidation pursuant to 12 U.S.C. 
1787{a)[3KA)ri). ■ 

(c) Discretionary conservatorship or 
hqulriarion if nO prospect of becoming 
aoeguateiy capiralizeri. 
Notwithstanding.any o-dier actions 
required or permitted to be taken under 
this section, when a credit union 
hocomes significantly undercapitalized 
(including % reclassificatioa under 
§ 702.102(b)), Iho NCUA Board may 
place the crodit union into 
conservatorship pursuant to 12 U.S.C, 
1786(h)(1)(F); or into liquidation ‘ 
pursuant to 12 U.S.C. 1787(a)(3)(A)(i), 
provided that the credit union has no 
Toasonoblo prospect of becoming ' 
adequately csipitelizod, 

§702.108 Prompt corrective action for 
criUcally undercapitalized credit unions. 

(a) Mandatory supervisory actions by 
credit union. A credit union whicli is 
critically undercapiloUzed muBl— 

(1) Earnings retention. Increaso net 
worth In accordance widi §702.108; 

(2) Submit, net worth restoration plan. 
Submit 8 not worth restoration plan 
pursuant to § 702,nij 

(3) Restdet increase in assets. Not 
permit the crodit union's total assets.to 
increaso except as provided in 

§ 702.107(a)(3); and 
. (4) fiestrief member business loans. 

Not increase the total dollar amoimt of 
member business loims (dofined as 
lofloa outstanding and unused 
commitmenla to lend) as provided in 
§702,107{aK4). • 

(b) Uiscretlo/iaiy supemscay acrions 
by NCUA. Subject to ths applicablo 
procedures for issuing, reviewing- and 
enforcing directives set forth in subpart 
L of part 747 of this chapter, the NCUA 
.Board may, ‘by directive, take ono or 
more of the following actions with 
rospecl to any critically 
undorcapltalized credit union, or a 
director, officur or omployoo of such 
credit union, if it doterminos that those 
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actions are necessary to carry out the 
purpose of this part: 

(I) fleguin’ng prior approvai for 
acquisiiSons, bnznciiing, newUnesof 
business. Prohibit a credit union from, 
dirwjtly or indirectly, acquiring any 
interest in any busine^ entity or 
financial institution, establishing or 
acquiring any additional branch office, 
or engaging in any new line of business, 
exojpt as provide by § 702.107(b)(lb ‘ 

t2} ResmcUng trai^sactions with and 
ownership of CUSO, Restrict the credit 
union’s transactions with a CUSO, or 
require the credit union to divest or 
reduce its ownerehip interest in a 
CUSO; 

(3) Restricting di vic/ends paid. Restrict 
the dividend rates that the credit union 
pays on shares as provided in 
§702.107[b)(3); 

(4) Prohibiting or reducing asset 
growth. Prohibit any growth in the 
credit union’s assets or in a category of 
asBBts, or require the credit union to 
rcducB assets or a category of assets; 

{5} Alter, reduce or teaninato activity. 
Require the credit union or its CUSOls) 
to alter, reduce, or teminato any 
activity which poses excessive rial to 
the credit union; 

(0) Prohibiting nonraember deposits. 
Prohibit the credit union from accepting 
all or certain nomnember deposits; 

(7) Now eiecfion of dkoctozs. Order a 
new ©lection of the credit union’s board 
of directors; 

(81 Dismissing director or senioi- 
executivB c^icer. Require the credit 
union to dismiss from office any 
director or senior executive officer, 
provided however, that a dismissal 
under this clause ahall not be construed 
to be a formal administrative action for 
romovnl under 12 U.S.C. 1786(g); 

(0) FmpioWng qutijli^ed senior 
executive officer. Require tha credit 
union to employ qualifiad senior 
executive officers (who, if the NCUA 
Board so specifies, shall bo subject to Its 
approval); 

(ID) Raetiicting senior executive 
officers’ compensation. Reduce or, with 
the prior written approvol of the NGUA 
Bo^, limit compensation to any senior 
executive officer to that officer's averaga 
rate of compensation (excluding 
bonuses and profit sharing) during the 
four (4) calendar quarters preceding the 
effective date of clessification of tlie 
credit union as critically 
undercapitalized, and prohibit payment 
of a bonus or profit share to siicn officer; 

(II) Restrictions on payments on 
uninsured secondary cepitai. B^inning 
60 day.s after the effective date of 
classification of a credit union as 
critically undercapitalized, prohibit 
payments of principal, dividends or 


interest on the credit union’s uninsurod 
secondary capital accounts established 
. after August 7, 2000, except that unpaid 
dividends nr intoiest shall continue to 
accrue under the terms of the account to 
the extant permitted \xy lew; 

(12) Requiring prior approval Require 
a criti(»l]y undercapitalized credit 
union to obtain the NCUA Board's prior 
written approval before doing any of the 
following: 

(i) Entering into any matariol 
transaction not vdthln the scope of an 
approved net worth restoration plan (or 
approved revised business plan under 
subpart C of this part); 

(ii) defending cro^t for transactions 
deemed highly levaragad by the NCUA 
Board or, if state^iartered, by the 
appropriate state official; 

(lU) Amending the credit union’s 
charter or bylaws, except to the extent 
necessary to comply witii any law, 
regulation, or order; 

(iv) Making any material change in 
accounting methods; and 

(v) Paying dividends or interest on 
new share accounts al a rate exceeding 
the prevailing rates of Interost on 
insured deposits in its lolovant maikct 
area; 

(13) Other action to carry out prompt 
corrective action. Restrict or require 
such other action by the credit \mioD os 
the NCUA Board determines will carry 
out the purpose of this part better than 
any of the actions prescribed in 
paragraphs (b)(1) tlirougb (12) of this 
section; and 

(14) Beguiling mer^r. Require the 
credit union to merge with another 
financial inatitutian if one or more 
grounds exist for placing tire credit 
union into conservatorship pursuant to 
12 U,S.C. l786(hXl)(P). or Into 
liquidation pursuant to 12 U.S.C. 
17fl7(a)(3)(A)(i). 

(c) Mandatory conservatorship, 
liquidation or oction in lieu thereof~~[l) 
Action within ffO days. Notwithstanding 
any other actions required or permitted 
to be taken under this secUoo (and 
regardless of a credit union’s prospect of 
becoming adequately capitalized), the 
NCUA Board must, within 90 calendar 
days afrar the offectlve date of 
classification of a credit union as 
critically undorcapitalized — 

(i) Cons-ervatomup. Place tho credit 
union into conservatorship pursuant to 
12 U.S.a 1786(h)(1)(G); or 

(ii) Liquidation, liquidate the credit 
imlon pursuont to 12 U.S.C. 
1787(B)(3)(A)(ii); or 

(iii) Other corrective action. Take 
other coiroctive action, in lieu of 
conservatorship or liquidation, to better 
achieve the puxpcso of this part, 
provided that the NCUA Bo^ 


documents why such action in liou of 
conservatorship or liquidation would do 
so, provided however, that other 
corrective action may consist, in whole 
or in part, of complying with the 
quarterly timetable of steps and meeting 
the quarterly net worth t^ets 
prescribed in an approved net worth 
restoration plan, 

(2) ReneM'oJ o/ other corrective action. 
A determination by the NCUA Board to 
take other Gorre,ctive action in lieu of 
conservatorship or liquidation under 
paragraph (c}(lHiii) of this section shall 
expire after an effective period ending 
no later than 180 calendar days after the 
determination is made, and the credit 
union shall be immediately placed into 

. conservatorship or liquidation under 
paragraphs (c)(lKi) and (ii) of this 
section, unless the NCUA Board makes 
a new detormination under paragraph 
(c}(l}(iii) of this section before the end 
of the e^ctlvo pariod of the prinr 
determination; ' 

(3) Mandatory liquidation after IS 
months — (i) GeneraWy. 

Notwithstanding parf^raphs (c)( 1 ) and 
(2) of this section, the NCUA Board ’ 
must place a credit union into 
liquiiktlon if it remains critically 
undeiuflpitallzed for a full calendar 
quarter, on a monthly average basis, 
following a period of 18 months from 
the efiecUve date tho credit union was 
first classified cscitically 
UDdorcapitolized. 

(ii) Sxcqpti'on, Notwithstanding 
paragrapb (c)(3)(i) of this soctlan, tho 
NCUA Board may continue to take other 
ccurecHve action in liau of liquidation if 
it certiBoe that the credit union—- 

(A) Has been in substantial 
compliance with an approved net worth 
restoration plan requirbig consistent 
improvement in not wortii since the 
date Ibe net worth restoration plan was 
opprovod; 

(B) Has positive not incomerhr has an 
upward trend in earnings that tho 
NCUA Board projacts os sustainable; 
and 

(C) Is viable and not expected to fail. 

(iii) Review crioxcepti'on. The NCUA 
Board shall, at laaat quarterly, review 
the certification of an oxcoption to 
liquidation under paragraph (G)(3)(ii) of 
this section and shall either — 

(A) Recertify the crettil union if it 
continues to satisfy the criterio of 
• para^ph (c)(3)(ii) of this section; or 

(BJ Promptly place the credit union 
into liquidation, pursuant to 12 U.S.C. 
l?87(Q)[3)(A)(li), if it fails to satisfy the 
critaria of paragraph (c)(3)(ii) of this 
section. 

(4) Nondelegation, The NCUA Board 
may not delegate its authority under 
paragraph, (c) of this section, unless the 
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credit uoien has less than $5,000,000 in 
total assets, A credit union shall have a 
right of direct appeal to the NCUA 
Board of any decision made by 
delegated authority under this seDlion 
within ten (1 0) calendar days of tha date 
of tliot deoision. 

(d) Mandatory liquidation o//nsDjvenf 
federal credit anion, In lieu of. 
paragraph (c) of thisswjtion, a critically 
undercapitalized federal credit union 
that lias a net worth ratio of less than 
zero percent (0%) may be placed into 
liquidation on grounds of insolvency 
pursuant to 12U.S.C, 1787(a}(l}(A). 

§702.110 Consultation with state oFficlalB 
on prc^30sed prompt corrective action. 

(a) Consuifahbn on propq^d 
conservatorship or liquidation. Beforo 
placing a fader^y Insured state- 
chartered credit union into 
conservatorship ^pursuant to 12 U.S.C. 
17&e(h)Cl)(F) or (G)) or liquidation 
(pursiiant to 12 U.S.C. 1 7B7(a)(3)) as 
permitted or required under subparte A 
orB of this partlo facilitate prompt 
corrective action — 

(1) The NCUA Board shall seek the 
views of the appropiioto state official (as 
defined in § 702.2), and give Him or her 
an opportunity to take the proposed 
action; 

( 2 ) Tha NCUA Boord ahall, upon 
timely request of the appropriate state 
official, promptly provide liim or har 
witJi a wriltoD statement of the roasons 
for the proposed conservatorship or 
liquidation, and roasonable time to 
roroond to that atatement; and 

(3) If the appropriate state official 
malms a timely vt^tten response that 
cUeagreeB with tlie proposed 
consarvatorsldp or liquidation and gives 
ToasoDs for that disagreement, the 
NCUA Boord shall not place (he credit 
union into conservatorship or 
Uquidutlon unless it first considers the 
views of the appropriate stato official 
and detormines that — 

(i) llie NCUSIF faces a significant I'isk 
of loss if the credit union is not placed 
into conservatorship ur liquidation; and 

(ii) Conservatarship or liquidation is 
nocesaary either to reduce the risk of 
loss, or to reduce the expected loss, to 
the NCUSIF with respect to the (audit 
union. 

(b) Nondekgation. NCUA Board 
may not delc^lo eny determination 
under paragraph (aX3) of this section, 

(c) (kinsuitation on proposed 
(iiscretfoiiQiy action. The NCUA Board 
shall consult and .seek to work 
cooperatively with the appropriate stale 
official before takiiig any discretionary 
supervisory action under §§ 702.107(b), 
7C2,lU8(b), 702,109(b), 702.204(5) and 
702.205(b) with respect to a federally 


insured state-ebartared credit union; 
.shall provide pronq>t notice of its 
decision to the appropriate state official; 
and shall allow the appropriate state 
official to takeffia proposed action 
independently or fointly with NCUA. 

§702.111 Net worth festoration plans 
(NWRP). 

(a) Schedule farfiling^i) Generally, 
A credit union diaU file a written net 
worth restoration plan (NWRP) with the 
appropriate Regional Diiector.and, if 
state-chartered, the appropriate state 
official, wilhih 45 calendar days of the 
effective date of cdassification as either 
underoapitalizcd, significantly 
undercapitalized or critically 
undercapllalizodl unless tlm NCUA 
Board notifies the credit union in 
writing that ita NWRP la to be filed 
within a different period, 

(2) Exception. An otherwise 
adequately capitalized credit union that 
is rt^assified undercapitalized un 
safety and soundness grounds under 

§ 7a2,lQ2(b} is not roquirod to submit a 
NWRP solely due to tha reolassiflcation, 
unless the NCUA Board notifies the 
credit union that it mu.st .submit an 
NWRP. 

(3) Filing of additional plan. 
NotwithsUmding paragraph {a)(l) of this 
section, a credit union that has already 
submitted and Is operating under a 
NWRP approved under this action is 
not required to submit an additional 
NWRP due to a change in net worth 
category (including by reclassification 
under § 702.i02(b)). unlesa the NCUA 
Board notifies the (Todit union that it 
must submit a new NWRP. A credit 
union that is notifiod to submit e new 
or revised NWRP shall file the NWRP in 
writing with the appropriate Regional 
Director within 30 calendar days of 
receiving such notice, unless me NCUA 
Board notifies the credit union in 
writing that the NWRP is to be filed 
within a different poriod. 

(4) Foi/ure to timolyfiie plan ■ When 
a credit union fails to timely file on 
NWRP pursuant to this paragraph, the 
NCUA Board shall promptly notify tha 
credit union that it has failed to file an 
NWRP and that it has 15 calendar days 
from loceipt of that noUco within which 
to file an NWRP, 

(b) Assistance to small credit unions. 
Upon timely roquosi by a credit union 
having total assets of less thou $10 
million (regardless how long it has been 
In. operation), the NCUA Board shall 
provide assistance in preparing an 
NWRP required to be filed under 
pan^aph (n) of this section. 

(c) Contenis of NWHP. An NWRP 
must — 

(1) Specify — 


(1) A quarterly timetable of steps tha 
credit union will take tp increase its net 
worth ratio, and risk-based oapltal ratio 
if applicable, so tliat it becomes 
adequately capitalized by the end of Iho 
term of the NWRP, and to remain so for 
four (4) caonsBCUtivo calendar quartos. If 
"complex,” the credit union is subject 
to a risk-based net worth requiroinent 
that may require a net worth ratio higher 
than sixporcent (B%) to become 
adeqrjQtoly capitalized; 

(ii) Tha projected amount of net worth 
increases in each quarter of the term of 
the NWRP as required under 

§ 702.10B(q), or as permitted under 
§ 702.106(b); 

(iii) IIow tlw credit union will comply 
with the mandatory and any 
dlscretionaty supervisory actions 
imposed on it by the NCUA Board 
under this subpart; 

(iv) The typos and levels of activities 
in which the credit union will engage; 
and 

(v) If reclassified to a lower category 
under g 702, 102(b), the stops the credit 
union will take to correct the unsafe or 
unsound piactice(s) or condition(s): 

(2) Include pro forma flnancrBl 
statements, including any offibalance 
sheet items, covering a minimum of the 
next two years; and 

(3) Contain such other information as 
the NCUA Board has required, 

(d) Criteria for approval of NWBP, 

The NCUA Board shall not accept a 
NWRP plan unless it— 

( 1 ) Complies with paragraph (c) of 
this section; 

( 2 ) Is based on realistic assumptions,’ 
and is likely to succeed in restoring the 
credit union 's net worlli; and 

(3) Would not unreasonably Increase 
tlie credit union^s en;*os\m} to liak 
(including (aredltrisk, intoroBt-rutc risk, 
and oihoi- types of risk). 

(e) Considototion of regulatory 
oapited. To minimize posaiblB long-toirn 
losses to the NCUSIF while the credit 
union takes steps to become adequately 
capitalized, the NCUA Board shall, in 
evaluating an NtVRP under this section, 
considor tiie typo and! amount of any 
form of regulatory cepitol which may 
become ostablished by NCUA 
regulation, or authorfaed by state law 
and recognized by NCUA, which tlie 
credit union holds, but whibh is not 
included in its ■net worth. 

(0 Review of NWBP — (1) Notice of 
decision. Within 45 calendar days after 
receiving an NWRP under this port, tha 
NCUA Board shall notify the credit 
union in writing whether the NWRP has 
been approved, and shall provide 
reasons for its decision in tho event of 
disapproval. 
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(2l Delayed decision, If no decision Is 
made within the time prescrihod In 
paragraph of this section, the 

NWKP is deemed approved, 

(3l Consultation with state officials, hi 
the case of an NWRP submitted by a 
federally insured state-chartered credit 
union (whether an original, new, 
additional, revised or amended NWRP), 
the NCUA Board shall, when evaluating 
the NWRP, seek and consider the views 
of the appropriate state official, and 
provide prompt notice of its decision to 
the appropriate state official. 

• (g) NWRP not approved — (1) 
SubmiWon of revised NWRP, If an 
NWRP is rejected by the NCUA Board, 
the credit union shall submit a revised 
NWRP within 30 calendar days of 
receiving notice of disapproval, unless it 
is notifi^ in writing by the NCUA 
Board that the revised NWRP Is to be 
filed within a diferentperiod. 

(2) Notice of decision on revised 
NWRP. Within 30 calendar days after 
receiving a revised NWRP under 
paragraph {gO(l) of this section, the 
NCUA Bnaid shall notify the tradit 
union in writing whether the revised 
NWRP is approved, TIio Board may 
extend the time within which notice of 
its decision shall be provided. 

(3) Disapproval of ^classified credit 
union's NWRP. A credit union which 
has 1:»on classified significantly 
undercapitalized shall remain so 
classified pending NCUA Board 
approval ofanew or revised NWRP. 

(4) Suhmissjon of multiple 
unapproved NWRPs, The submission of 
more than two NWRPs that are not 
approved is considered on unsafe and 
unsound condition and may subject the 
credit union to edminlstrativo 
enforcement actions under sectioa 200 
oftlieFCUA, 12 U.S.C, 1706 and 1790d. 

(h) Amendmenf of NWRP. A credit 
ttnion that is opesRiting under an 
approved NW^ may, after prior written 
notice to, and approval the NCUA 
Board, amend its NWRP to reflect a 
change In circumstance. Pending 
approval of an amended NWRP, the 
credit union shall unplement the NWRP 
a,5 originally app'oved. 

(i) Publication. An NWRP need not be 
published to be enforceable because 
publication would bo contrary to llie 
public interost 

()) TerminatioTj of NWRP. For 
purposes of this part, nn NWRP 
terminates onco the credit union is 
classified ns adequately CQpilolized and 
remains so for foiir consecutive quarters. 
For example, if a credit union with on 
active NWRP attains the classification os 
adequately classified on December 31. 
2015 this would be quarter one and the 


fourth conaocutiVB quartm* would end 
September 30, 2016. 

§702.112 Roe^ves. 

Each credit union shall establish arid 
maintain such reserves as may be 
required by the FCUA, by stole law, by 
regulation, or in special cases by the 
NCUA Board or appropriate state 
official. 

§702.113 Rjllandfalrdtsdosureof 
linanclai condition. 

(a) Full and fiir disclosure d^ned. 
"Pull and toir disclosure" is the level of 
disclosure which a prudent person 
would providoto a member of e credit 
union, to NCUA, or, at the discretion of 
the board of directors, to creditors to 
faiiiv inform them of the financial 
condition and the results of operations 
of the credit union. 

(b) Full and ffiir disclosure 
implemented. *Iho financial statements 
of a credit union shall provide for full 
and fail discloeure of all assets, 
liabilities, and members’ equity, 
including such valuation (allowance) 
accounts as may be necessary to present 
fairly the financial condilion; and nil 
income and expenses iiocessary to 
present fairly the statement of income 
for the reporting period. 

(c) Dociaration of officials. The 
Statement of Financial Condition, when 
presented to members, to creditors or to 
NCUA, shall contain a dual deolontion 
by Uie Ireasurec ood the chief executive 
officer, or in the latter's absence, by any 
other officer designated by the board of 
directors of the reporting credit union to 
make such declaration, that tlie report 
and related financial stotements ore true 
and correct to the best of thoir 
knowledge and belief and present fairly 
the financial condition and the 
.itatemcnt of income for the period 
covorod. 

(d) Charges for loan Josses. Pull and 
fair disclosure domends that a credit 
union properly address charges for loan 
losses as follows: 

(1) Chargas for loau losses shall bo 
made in accordance with GAAP; 

(2) The ALLL established for loans 
mu.st folrly present tho probable losses 

. for all categories ofloans and tho proper 
valuQtiofi of loans. Tlie valuation 
allowance must encompass specifically 
identified loans, os well os estimated 
losses inherent in tlie loan portfolio, 
such as loans and pools of loans-for 
wliicb losses have boon -jneurred but are 
not identlfioblo on a specific loan-by- 
loan basis; 

(3) Adjustments to the valuation 
AIIJj will be recorded in tho oxpenao 
account "ProvisiDn for Loan anti LRn.sB 
Losses"; and 


(4) At a minimum, adjustments to tho 
ALII, shall be made prior to the 
distribution or posting of any dividend 
■to the accounts of members. 

§702.114 Payment ot divkfends. 

(a) HesWet/on on dividends. ' 
Dividends shall be available only from 
net worth, if any. 

(h) Payment of dividends if retained 
earnings deploted. *1118 board of 
directors of a well capitaliEed credit 
union that has depleted the balance of 
its retained earnings may authorize 
dividend payments, provided that 
either — 

(1) The payment of dividends will not 
cause the credit union's net worth 
classification to fall below adequately 
capitalized under subpart A of this port; 
or 

(2) If the payment of dividends will 
cause the net worth olassificatioa to fall 
below adequately capitalized, Uie 
appropriate Regionat Dtrector and, if 
stale-ohartered, the appropriate state 
official, have given prior written 
approval (in an NWRP or otherwise) to 
pay a dividend. Tlie request for written 
approval must Include tho plan for 
eliminaUng any negative retained 
earnings b^ance. 

(c) Restrictio /1 on payment of 
dividends if, afterpayment of dividends, 
the credit union's net worth ratio would 
be less than B percent, If, after payment 
of Q dividend or refund of interest, a 
well capitalized credit union’s net 
worth ratio would fell below 6 percent 
in tlie current quaiier, the board of 
directors of the credit union may not: 

(1) Declare a dividend at a rate that is 
higher than the prevailing rates paid on 
comparable accounts and maturitios in 
the relevant market area; 

(2) Declare a non-repetltive dividend; 
or 

(3) Authorize a refund of interest. 

Sut^art B — Alternative Prompt 
Conreettvo Action for New Credit 
Unions 

§ 702.201 . Scope and definition. 

(a) Scope. This subpart B applies in 
liou of subpart A of Uiis part exclusively 
to credit unions defined in paragraph (b) 
of this section as "new" pursuant to 
.section 216(b)(2) of the FCUA, 12 U.S.C. 
1790d(b)(2). 

(b) New credit un/on defined. A 
"now" credit union for purposes of this 
Bubport is a crodil union tliat both hes 
been in operation for less than ten ( 10 ) 
years and has total assets of not more 
than $10 million. Once a credit union 
reports total assets of more than $10 
million on n Call Report, the credit 
union is no longer new, even if its assets 
subsequently decline below $10 million. 


11222 


Federal Register / Vol. 79, No. 3g/Tlmtsday, February 27, 2014/PiQposed Rides 


{c) Bffant o/5p/n-o;5^s. A credit union 
foxmod as tlio result of a “spin-o£f” of 
a group from the field of memborship of 
an existing credit union is deemed to be 
in operation since the effective date of - 
the spin-c^ A credit rniion whose total 
assets decline below $10 million 
because a group within its field of 
memborship has been spun-off is 
deemed "new"' if it has been in 
operation loaa than 10 yeare. 

(d) Actions to evads prompt corrective 
action. If the NCUA Board determines 
that a credit union was formed, or was 
reduced in asset size as a result of a 
spin-off, or was merged, primarily to 
qualify as "new” under this subport, tho 
credit union aboil be deemed subjact to 
prompt Gorrecllve action under subpart 
A of this part. 

§702.202 Net worth categories for new 
credit unions. 

fa) Net worth measures. For purposes 
of this part, a new credit union must 
determine its capital dasstlication 
quoTtorly according to its not worth 
ratio. 

(b) Ejfective date of net worth 
chssificQtion of new credit union. For 
purposes of subpart B of this part, the 
effective date of a new credit union’s 
classification within a capital category 
In paragraph (u) of diia section shall be 
dolormined as provided in § 702.101(b)j 
and written notice to the NCUA Boajil 
of a decline in net worth Olassificatiou 
in paragraph (c) of this section shall be 
given asrequirodby §702.1Dl(c). 

(c) Nat ivort/i categories, A credit 
union defined as "new” under this 
section shall be classified (Table 1 of 
tills section)—- 

(1) Well capitalized if it has a net 
worth ratio of seven percent (7%) or 
greater; 

(2) Adequately capitalized if it has a 
not worth ratio of six percent (6%) or 
more but loss than seven percent (7%); 

(3) Moderately capHalissed if it has a 
net worth ratio of lliree and one-holf 
percent (3.5%) or more but loss than six 
percent (6%); 

(4) Mar^nally capitalized if it has a 
net worth ratio of two percent (2%) or 
more but less than three and one-half 
percent (3.5%); 

(D) MimmoJIy capitalized if it has a 
net worth ratio of zero percent (0%) or 
greater but less than two percent (2%); 
and 

(6) Uncapitalized if it has a net worth 
ratio of less than zero percent (0%) (c.g., 

Q deficit in retained earnings). 


TABLE 1 TO §702.202— CAPITAL 
CATEGORIES K)R NEW CREDIT UNIONS 


A new credit unlori® capllal ^ 
classlltcallon Is . . . 

II ffa net worth 
lajio Is . . . 


7% or above. 

610 7%. 

3.6% 10 5.SB%. 
2% to 3.49%. 

0% 10 1.99%. 
Less than D%. 

Adequately Captellrad ...... 

Moderately Ca^^ed ...... 

Marginafy CapRalized ....... 

Minimally Cap^sdi^ ..... 

UncapHaftzed ..................... 


(d) Reclasmfication based on 
supervisory ciiteria other than net 
worth, Sul^ect to § 702.102(b), the 
NCUA Board may reclasaify a well 
capitalized, adequately capihiltzod or 
moderately capitalized new credit union 
to the next lower capital category (each 
of such actions is horoinofter referred to 
generally as "reclassification”) in either 
of the circumstancea prescribed in 
5702.102(b). 

(0) Co/isuitntfdn whh state officials. 
The NCUA Board shall consult and seek 
to work cooporativaly with the 
appropriate state official before 
redassifying a federally insured slate- 

. chartered credit union under paragraph 
(d) of this seciioD, and shall promptly 
notify the appropriate state offxcieil of its 
decision to reclassify. 

§ 702.203 Prorr^t correcOve action for 
adequately capltalkad new credit unions. 

Beginning on tho effective data of 
classification, on adoquotoly copitallzed 
new credit nnion must in^euso the 
dollar amount of its not worth by ffie 
amount Toffocted in its approvod initial 
or revised business plnn iu acconlcmca 
with § 702.20^a)(2), or in the absence of 
such 9 plan, in accordance wi^ 

§ 702.106 until it is woll capitalized. 

§702.204 Prompt corrective action for 
moderately capitalized, marginally 
capitalized, or minimally capitalized new 
cr^lt unions. 

(a) Mandatoiy supervisory actions by 
neiv credit anion. Beginning on tho date 
of classification as moderately 
capitalized, maiginally capitalized or 
minimally capitalized (including by 
reclassincation under § 702.20Z(d)), a 
new credit union must — 

(1) Bamings retention. Increase the 
dollar amount of ha not worth by the 
amount reflectod in its approved initial 
or revised business plan; 

(2) Suhm/t revisea business plan. 
Submit a revised business plan wifiiin 
the time provided by § 702.206 If the 
credit union either; 

. (i) Has not increased its net worth 
ratio consistent with its then-present 
approved busiaess plan; 

(ii) Hoa no dmn-present approved 
business plan; or 


(iii) Has failed to comply with 
paragraph Ca)(3) of this section; and 

(3) Besirirt member imsjness loans. 
Not increase the total dollar amount of 
member business loons (defined as 
loans outstanding and unused 
commitments to land) as of tho 
preceding quarter-end unless it is 
granted an exception under 12 U.S.C. 
1767a(b}. 

(b) Discretional supervisory actions 
by NCUA. Sub|9ct to the appHcable 
procedures set forth In subpart L of part 
747 of this chapter ^br Issuing, 
reviewing and enforcing directives, the 
NCUA Board may, by dmoctivo, take one 
OT more of the actions prescribed in 

§ 702.109(b) If the crecUl union’s net 
worth ratio has not increo^d consistent 
with ils then-present business plan, or 
the credit union has failed to undertake 
any mandatory supervisory action 
prescribed in paragraph (a) of this 
section, 

(c) Discretionary consermtoTship or 
liquidation. Notwiffjstandii^ any other 
actions required or peimitted to be 
taken under this se^on, the NCUA 
Board may place a new credit union 
whiesh is moderately capitalized, 
marginally capitaUaed or minimally 
capitalized (including by 
reclassification under § 702,202(d}) Into 
conservatorship pursuant to 12 U.S.C. 
1706(h)(1)(F), or into liquidation 
pursuant to 12 U,S,C. 17&7(a)(3)(A)(i), 
provided that credit union has no 
reosonable prospect of becoming 
adequately capitalized. 

$ 702.206 Prompt corrective action for 
uncapllallzad new credit unlona. 

(a) Manriotojy supervisory actions by 
new credit union. Beginning on the 
effective date of classification as 
uncapitollzed, a now credit union 
must— 

(1) Barninge retendon. Increase the 
dollar amount of it® net worth by ffic 
amount reflected in the credit union's 
opproved initial or revised business 
plan; 

(2) Submit revised busing plan. 
Submit a revised business plan within 
the timo provided by § 702.206, 
piuviding for allomatlve means of 
funding the credit union's earnings 
deficit, if the credit union either; 

(1) Has not increased its nat worth 
ratio consistent with its then-present 
approved business plan; 

(ii) Has no then-present approved 
business plan; or 

(iii) Has failed to comply with 
poragraph {a}(3) of this section; and 

(3) Bestrict member business loans. 
Not increase the total dollar amount of 
member business loans as provided in 
§ 702.204(a)(3). 
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(b) Discretionary supervisory actions 
by NCUA, Subject to me procedures set 
forth in subpartL of part 747 of this . 
chapter fer issuing, reviewing and 
enforcing dlractivee, the NCUA Board 
may, by directive, take one or more of 
the acdoiis proscribed in § 702,109(b) if 
the caodit union's not worth ratio has 
not increased consistent with its then? 
present business plan, or the credit 
union bos failed to undertako any 
mandatory supervisory action 
prescribed in paragraph (a) of this 
section. 

(c) Mandatory liquidation or 
coTTservatorsJiip. Notwithstanding any 
other actions required or permitted to be ■ 
taken under this section, tli© NCUA 
Board — 

(1) Plan not eubmitted, May place Into 
liquidation .pursuant to 12 U.S.C. 
1787(e)(3)(A)(ii), or conservatorship 
pursuant to 12 U.S.C. 1786ih)(l](F), on 
uncapitallzed new credit union wMch 
fails to submit a revised business plan 
within the time provided under 
paragntpb(aK2) of this section; or 

(2) Pf<m refected, approved, 
imp^lemented. Except as provided in 
paragraph (cKs] of this section, must 
place into liquidation pursuant to 12 
U.S.C. 1787(a)(3)(A}(ii), or 
conservatorship pursuant to 12 U.S.C. 
1780{hKl)(F), en uncapitalbed new 
credit union that remains uncapitalizod 
one hundred twenty (120) calendar days 
after tho later of. 

(1) The elToctive date of classification 
us un^itolizod; br 

(ii) Ine last day of the calendar month 
followiug expiration of the time period 
provided in tbo credit union’s initial 
business plan (approved at the time Its 
cliaztor was granted) to remain 
uncapitallzed, regardless whother a 
revised business plan was rejectod, 
approved or implemontod. 

13} JSveeptfon, Tho NCUA Board may 
decline to pluue a now credit union into 
liquldatian or conservatomhip as 
provided in paragraph (c)(2) ofthis 
section If the credit union documents to 
the NCUA Board why it is viable and 
has Q reasonable prospect of becoming 
adoouately capitdlzed. 

Id) Mandatory liquidation of 
uncapitnfizot/ fetieiai credit union. In 
lieu of paragraph (c) of tliis soction, an 
uncapitallzed federai credit union may 
be placed into liquidation on grounds of 
insolvency pursuant to 12 U.S.C. 
1787(a)(1)(A), 

§ 70Z206 Revised Inisiness pWis (RBP) 
tor new credit unions, 

{«) Schedule for fiUng—{i) Generally. 
Except as provided in paragraph {a)(2) 
of this soction, a now nrodit union 
classified moderately capitnlized or 


lower must filen written reyised 
business plan (RBP) with the 
appropriate Regionai Director and, if 
state-chartered, .with tho appropriate 
state □fi'lcial, within 30 calendar days of 
eitlian 

(1) The last of tbo calendar month 
following the end of the cnlendar 
quarter that the credit union’s not worth 
ratio has not tneroased consistent with 
its the^presont approved business plan; 

(iil'lne effective date of ciassifiGatloh 
as less than adequately capitalized if the 
credit union has no.lhe]]*present 
approved business plan; or 

fiii)'The effective date of classificatiDn 
as less than adequately capltolized if the 
credit union has increased the total 
amount of member Inisiness loans in 
violation of § 702.204(0X3). 

(2) Exception. The NCUA Board may 
notify the credit union In wTltlng that its 
RBP is to be filed within a different 
period or that it is not neonssary to file 
an RBP. 

(3) Failure to timely file plan. When 
a new credit union tails to file an RBP 
as provided under paragrephs (a)(1) or 

(a)(2) of this aeclipn, the NCUA Board 
shall promptly notify the credit union 
that it has failed to IBe on RBP and that 
it has 1 5 calendar days from receipt of 
that notice within wUch to do so. 

(b) Contents of revised business plan. 
A new credit uidon's RBP must, at a 
minimum — 

(1) Addross changes, since tho new 
credit union’s current business plan was 
approved, in any of die biuiness plan 
elomonts required for diarter approval 
under chapter 1, section IV.D. of 
appendix B to port 701 of this chapter, 
or for statn'chArtered credit unions 
under applicable state law; 

(2) Est^lish a timetable of quarterly 
targets for net worth during eai^ year in 
wlilcb the RBP 16 in eAoct so that the 
crodil union becomes adequately 
capitalized by the time it no longer 
qualifioB as "new” per §702.201(b); 

(3) Specify tho projected omount of 
earnings of net worth increases a.s 
provided under § 702.204(a)(1) or 
702.2D5(a)(l); 

(4) Explain how file new credit union 
will comply with the mandatory and 
discaietionary supervisory actions 
imposed on it by tho NCUA Board • 
under tills subpart; 

(5) Specify the types and levels of 
activities in which the now credit union 
will engage; 

(8) In the case of a now credit union 
roclassifiod to a lower category under 
S 702. 202(d). specify Hie stops the crodit 
union will toko to correct the unBafe or 
unsound condition or practice; and 

(7) Include such other information as 
tho NCUA Board may require, 


(c) Criteria for approval. The NCUA 
Board shall not approve a new crodit 
union’s RBP unlpss it — 

( 1 ) Address^ the Items enumerated in 
- paragraph (b) of Hiis section; 

( 2 ) Is basod on realistic assumptions, 
and is likely to succeed in building the 
credit union’s not worth; and 

(3) Would not unreasonably increase 
the credit union’s exposure to risk 
(including credit risk, interest-rote risk, 
and other, types of risk). 

(d) Consmerofion o/reguicrtoiy 

. capital. To minimize possible Ipng-term 
losses to the NCUSIF while Hie laedit 
union takes steps to become adequately 
capitalized, the NCUA Bomd shall, in 
ovaluating an RBP under this section, 
consider Hie type and amount of any 
form of regulatory capital which may 
hewome established NCUA 
regulation, or authorized by state law 
and recognized by NCUA, which the 
credit union holds, but which is not 
included in its net worth. 

(e) Rexdew of revised bimness plan — 
(l) Notice of decision. Within 30 
calendar days aflor receiving an RBP 
under this section, the NCUA Board 
shall notify tho credit union in writing 
whcHier its RBP is approved, and ehali 
provide reasons for its decision in the 
event of disapproval. The NCUA Board 
may extend the time within which 
notice of its decision shnll be provided 

(2) Delayed decision. If no dedsioa ie 
made within the time prescribed in 
paragraph (c)(1) of this section, the RBP 
is deemed approved. 

(3) Consuuflt/oji witlt state afficiais. 
When cvoluQting an RBP submitted by 
B federally insured state-chartered now 
credit union (whether an original, new 
or additionel ^P), the NCUA Boord 
sliall seek and consider the vinws of the 
appropriate state official, and provide 
prompt notice of its dedsiun to the 
appnmriate state official. 

(f) P7an not approved— il) Submission 
of new revised plan. If an RBP is 
rejectod by tho NCUA Board, the new 
credit union shall submit u now RBP 
within 30 calnndar days of receiving 
notice of disapproval of its Initial RBP, 
uiiles.s it is notified in writing hy the 
NCUA Board that tho new RBP ie to bo 
filed witliin o different poriod. 

(2) JVot/ce of decision on revised plan. 
Within 30 calMidar days qUet roceiving 
an RDP uador paragraph ({)(1) ofthis 
section, the NCUA Bo^ shall notify 
the credit union in writing wheHier the 
now RBP is approved. The Board may 
extend.tlie time wilhin which notice of 
its decision shall be provided. 

(3) Submission of multiple 
iijiopproved RBPs. Tho submission of 
more thou two RBPs that are not 
approved is considered an unsafe and 
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unsound condition and may subject the 
credit union to adminlstmlivo 
onforcement acUon pursuant to section 
20B oftheFCUA, 12 U.S.C. 17flB and 
179Qd. . 

(g) Amendment of plan. A credit 
union that has fdod an approved RBP 
may, after prior ■written notice to and 
appro-valby the NCUA Board, amend it 
to reflect a change In circumstance. 
Pending approval of an amanded RBP, 
the new credit union shall implamant 
Its existing RBP as originally approved. 

(h) Publication. An RBP need not be 
published to bo enforceable because 
publication would be contrary to the 
pubUc interest, 

§ 70Z207 Incentives tor new credit unions. 

(a) Assistance in revising business 
ploiis. Upon timely request by a credit 
union having total assets of less than 
$10 million (regardless how long it has 
been In operation), the NCUA Board 
sliall provide a^istance in preparing a 
revised business plan required to be 
filed under § 702.206. 

(b) Assisiance. Managemont training 
and other assistance to new credit 
unions will bo provided in accordance 
with policies approved by tha NCUA 
Board. 

(c) Smail credit union pivgmzn, A 
new credit union is eligible to join and 
receive comprehensive benefits and 
assistance under NCUA'a Small Credit 
Union Program. 

§702.206 Reserves. 

Each new oradit 'union shall establish 
and maintain such reserves as may be 
laqulied by the FC’UA, by state law. by 
regulation, or in special cases by the 
NCUA Board or appropriate state 
official. 

§ 702.209 Full and fair disclosuro of 
financial ctmdKion. 

(ft) Full and fat disclosure defined. 
"Full and fair disclosure” is the level of 
disclosure which a prudent person 
would provide to a member of a new 
credit union, to NCUA, or, at the 
discretion of tlie board of directors, to 
creditors to fairly inform them of the 
financial condition and the results of 
operations of the credit union, 

(b) Full and fair disclosure 
implementad. The financial statements 
of a new credit union shall p'ovido for 
full and fair disclosure of all assets, 
liabilities, and mMcbars’ equity, 
including such valuation (dlowance) 
accounts as may be necessary to present 
fairly the financial condition; and all 
income and expanses nacessaiy to 
present fairly the atatomenl of Incomo 
for tha reporting period. 

(c) UecJarah’on of officials. The 
Statement of Finnncial Condition, when 


presented to meoabers, to creditors or to 
NCUA, shell contain a dual d^loration 
by the treasurer and the chief executive 
officer, or in file latter's absence, by any 
other ofiicor dosignated by the board of 
directors of the reporting credit union to 
make such declaration, that the report 
and related financial statements are true 
and correct to the beet of their 
knowledge and belief and present fairly 
the financial condition and the 
statement of income for the period 
covered. 

(d) Charges for loan losses. Pull and 
fair disclosure demands that a naw 
credit union properly address charges 
for loan losses as follows: - 

(1) Charges for loan los«)S shall be 
made in acconlanca with generally 
accopted accounting principles (GAAP); 

(2) Tho allowance for loan and lease 
losses (AXiL) established for loans must 
fairly present the probable losses for all 
categories of loons and the proper 
valuation of loans. The valuation 
allowance must encraopass specifically 
identified loans, as well as estimated 
losses mherent in the loan portfolio, 
such as loons and pools of loans for 
which losses have been Lneurred but ore 
not identifiable on a specific loan-by- 
loan basie; 

(3) Adjustments to the valuation ALL 
will be recorded in the expense account 
"Provision for Loan ond liaso Losses; 
and 

(4) At a minimum, adjustmonts to Uie 
ALL shall be made prior to Ihe 
distribution or posting of any dividend 
to tho Qocotmts of membora, 

$702,210 Payment of dividends. 

(a) Restriction on dividends. 

Dividends shall be available only from 
net worth, if any. 

(b) Paymenf o/ dividends ifrotained 
earnings depleted. The board of 
diroctors of a well capitalized new 
credit union that has-depleted tho . 
balance of Its retained earnings may 
uutborize dividend payments, provided 
that oithor — 

(1) The payment of dividends will not 
cause tho credit union’s net worth 
classification to fall below adequately 
capitalized under subpart B of this part; 
or 

(2) If tho payment of dividonds will 
cause the net worth claeBification to fall 
below odequatflly capitalized, the 
appropriate Regional Director ond, If 
state-chartBred, the appropriate stato 
official, have given prior writlon 
approval (in nn NWRP or othorwise) to 
pay a dividend. The request for written 
approval must include tlie plan for 
eliminating any negntivp. retained 
earnings balance. 


(c) Restriction on payment of 
dividends if, afier payment of dividends, 
tho new credit union 's net worth ratio 
would be less than 6 poivent. If, after 
payment of a dividend or refund of 
interest, a well capitalized new credit 
union’s net worth ratio would fall below 
6 percent in the current quarter, the 
board of diroctors of the now credit 
union may not: 

(1) Declara a di'vidond ot a rate that is 
lilgher than, tho prevailing rates paid on 
comparable accounts and maturities in 
the relevant market area; 

( 2 ) Declare a non-rapetitivB dividend; 
or 

(3) Authorize arefimd of interest 

PART 703— INVESTMENT AND 
DEPOSIT ACnVlHES 

■ 9. The authority citation for part 703 
continues to read as follows: 

Authority: 12 U.S.C. 17B7(7), 1757(8), 
1767(15), 

§703.14 [Amended] 

■ 10, Amend §703.14 as follows: 

■ a. In paragraph (i) remove tha vrords 
"net worth classification” and add in 
their place the words "capital 
classification”, and remove the words 
"or, if subject to a rlsk>based net worth 
(RBNW) requirement under part 702 of ' 
this chaptor, has remained ‘wall 
capitalized’ fortba six (6) immcdlataly 
preceding quarters afisr applying tho 
applicable RBNW roqulremcnt,”. 

■ D. In paragraph (j){^ ismovs tho 
words "not worth clarification” and 
add in thoir place the words "capital 
olassification”, and remove the words 
"or, if .'Tubjecl b a risk-based net worth 
(RBNW) requirement under part 702 of 
this ohapter, has remained 'well 
capitalized’ for the six (6) immediately 
preceding q^iariers aftor applying the 
applicftbla RBNW roqulroment,". 

PART 71^FfDELITY BOND AND 
INSURANCE COVERAGE FOR 
FEDERAL CREOfT UNIONS 

■ 1 1. The anthority citation for part 713 
continues to read as follows: 

Authari^t 12 U,S.C. l7Bla, 1781b, 17S6(iO, 
17660d. 1789 (q)(11). 

■ 12. Amend §713.Gas follows: 

■ a. In paragraph (a)(1), revise tho table; 
and 

■ b. In paragraph (c) remove the words 
"net worth” each place they appear and 
add In their place the word "capital", 
and remove the words "or, if suDjoct to 
a risk-based net worth (RBNW) 
loquirement under part 702 of this 
chaptor, has romainod ‘well oapitalized’ 
for tho six (6) immediately preceding 
quarters after applying tha applicable 
RBNW requirement,'*. 
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§ 713.6 What Is the pennissible 
deductible? 

* * * 


Assets 

Maximum deductible 



$100,001 to $250,000 

#250,00) to $1,000,000 

$1.aX). 

$2,000, • , • ■ . 

$2,000 plus 1/1000 ol tolal asseta up lo a maximum of $200,000; for credH unions that have received a com- 
posite CAMB. rating of “I” or “2“ for ihe two (2) full examhiolions and maintained a ca;^ef ctaasffteaUon 

of "well capitalized” under part 702 of this chaplar for ihe sU (6) lmm«ilaiely precedk^ quarters (he maximum 
dedurtlble Is $1 ,000,000. 



t t * * * 

PART 723— MEMBER BUSINESS 
LOANS 

■ 13. The authority citation for port 723 
(X)ntinuas to read as follows; 

Authorityj 12 U.S.Q 1750. 17B7, 1757A, 
1766,1785,1769. 

§723.7 ' {Arranded] 

■ 14. Amends 723.7(c)(1) by removing 
the words "as defined by 

§ 7a2.10Z(a)Cl)‘’ and adding in dieir 
place the words “under part 702”. 

PART 747— ADMINISTRATIVE 
ACTIONS, ADJUDICATIVE HEARINGS, 
RULES OF PRACTICE AND 
PROCEDURE, AND INVESTIGATIONS 

■ 15. The authority citation for paxt747 
oontinues to read as follows: 

Authorityi 12 U.S.C. 1790, 1782. 1784, 
1709, 1706, 1707, 17»Oo. 1790d; 42 U.S.C. 
4012a: Fob. L. 101-410: Fob. L. 104-184; 
Fub. L, 109-351; 120 Stat. 1066. 

§747.2001 (Afnendedl 

■ 16. Amend § 747.2QQ1 (r) by removing 
the dlation "702.302(d)” and adding in 
its place the citation "702, 202(d)”. 

§747.2002 {Amended] 

■ 17. AniendS747.2002(fl)hyremoving 

the words *'§§ 702.202(b), 702.203(b) 
and 702,20d(b)” and adding inthoir 
place the words "§§ 702, 107(b), . 
702.108(b), or 702.1og(b)'’, and by 
removing the words "§§ 702.304^)) or 
702.305(b)'’ and adding in their place 
the words "§§ 7n2.2t)4(b),or 702.205(b)”. 

§747.2003 [Amendod] 

■ 18. AmBnd§747.2003(a) by removing 
the citation “702.302(d)” and adding in 
its place the Gitation "702.202(d)”. 

■ 19. Add § 747.2006 to subpart L to 
read as follows; 

§ 747.20D6. Rertew ot order Impoelng 
indMduel minimum capital requirements 
(IMCH). 

(a) Notice ofpivposed individuai 
imnimum capital requirements. When 
NCUA proposes to impose 
individualized minimal capital 


requirementB for a porricular crodit 
union pursuant to § 702.105 of this 
chapter (each such action hereinafter 
referred to a.s an "IMCR”), NCUA shall 
issue and serve on the credit union 
roBsoneble prior notice of Ihe proposed 
IMCR. NCUA shall also forward a copy 
of the noti^'lng iettar to the appropriate 
state supervisory authority (SSA) IF a 
state-chartorod corporate credit union 
would be subject to an IMCR. 

(b) Contents of the Afotice. A notice of 
intention to impose on IMCR for a credit 
union based on particular capital 
conditions at a credit union shall state, 
the following; 

(1) The cr^t union’s net worth ratio, 
risk-based capital ratio and net worth 
classification. 

(2) The specific minimum capital 
levels that the NCUA Board intends to 
Impose on the credit union under the 
IMCR, and the specific causes for 
detennining that the higher IMCR is 
jieco.ssiiry or appropriate for the nedit 
union. 

(3) The proposed schodulo for 
compliance with the new roquiroment. 

(4) That the credit union must file a 
written response to fiie notice, which 
shall bo due no less than 30 calendar 
days from the data of service of the 
notice. The NCUA Board may extend 
the timo poriod for good cause, and the 
time period for rosponse by the insitrod 
credit union may shortened for good 
causo; 

(i) When, in the opinion of NCUA, the 
cemditlou of the credit imiou so 
requires, and NCUA informs the credit 
union of the shortened responsa period 
In the notice; or 

(it) Willi the cemsent of the credit 
union. 

(c) Contents’ ofwsponse io notice. A 
credit union’s Tespon.se to a notice 
under paragraph (b) of this section must 
iilclude: 

(1) An explmation of why it contends 
the IMCR is not an appropriote exercise 
of discmiicn under this port; 

(2) A request that the NCUA. Buard 
modify or not issue the IMCR; 

(3) Ai^ information, raiti^iting 
circumstancBs, documentation, or otlicr 


evidence in support of the credit 
union’s position that the credit union 
wonts NCUA to consider in dwddiiig 
whether to establish or to amend an 
IMCR for the credit union: and 

(4) If desired, a request for a 
recommendation from the NCUA’e 
Ombudsman pursuant to paragraph (g) 
of this section, 

(d) Kaifurs to fiie response. Failure by 
the crodit union to respond within 30 
days, or such other Httir period as may 
bo specified by NCUA, may constitute a 
waiver of any objections to the fooposed 
IMCR or to the schedule for complying 
with it, unless NCUA has provided an 
extension of the response period for 
good cause. 

(e) Final decision by NCUA. After 
eviration of the response period, 

NCUA will decide whether or not the 
proposed IMCR should ha established 
for the crodit union, or whether that 
proposed requirement should bo 
adopted hi modified form, baaed on a 
review of the credit union's response 
and other relevant information. NCUA's 
decision will address coniiDents 
received within the rasponse period 
from the credit union and the 
appropriate slate suparvisory authority 
(SSA) (in the case of a state-chartered 
crodit union) and will stale the level of 
capital roquired, the schedule for 
compliancB with this requirement, and 
any spocific remedial action tile credit 
union could taka to eliminate the need 
for continued applicability of the IMCR. 
NCUA will provide tlie credit union and 
tho appropriate SSA (if a Klate-ohartOTcd 
credit union is involved) with a writton 
decision on the IMCR, addrasaing the 
subslanllve comments made by mo 
credit union and setting forth tho 
decision and the basis for that decirion. 
Upon receipt nf this decision by the 
credit uraan, the IMCR becomes 
effective and binding upon the credit 
union. TliiB dwiision represents final 
agency action. 

(f) Request to modify oi’ rescind iMW. 
A credit union ftiat is subjoct to an 
existing IMCR may request in writing 
that the NCUA Board rocon.sider the 
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tonns of the IMCR due to chaDgad 
circumstonces. Unless otherwise 
ordered by the NCUA Board, the IMCR 
shall remain in aRect while such roguost 
la pending. A request under this 
paragraph (f) diat remains ponding 60 
days foDowing rocoipt by "ttio NCUA 
Board is deemed granted, 

(g) Owbiidsjnan. A credit union may 
request in writing the rocommendation 


of NCUA’s ombudsman to modify or to 
not Issue a pruposed RdCR under 
paragraph (b) of dus sermon, or to 
modify or rescind asr existing IMCR due 
to changed circumstances under 
paragraph (fj of this aoctioii. A credit • 
union which falls to request the 
ombudsman's recummendation in a 
response under paragraph (c) of this 


eection, or In a request under paragraph 
(f) of this section, shall be deemed to 
have waived the oppcatunlty to do so. 
The ombudsman shall promptly notify 
the credit union and the NCUA Board 
of his or her rocommendation. 

iFR Dofi, 2014-01702 FJiad 2-20-14; 6:46 amj 
BtlLINO CC»E 7535-ei-P 
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Fact Sheet: National Credit Union Administration Budget Process 
Overview 


The National Credit Union Administration (NCUA) is committed to integrating strategic 
and annual planning into its budget formulation process. Through the integration, the 
NCUA Board ensures that resources are aligned to the agency’s highest priorities. 

Each summer, under the leadership of the NCUA Chief Financial Officer (CFO), NCUA 
develops its budget using zero-based budgeting techniques, which ensure each activity is 
individually justified to the Board in order to be considered for funding. Under tills 
process, the budget for each office is rigorously evaluated to ensure NCUA resources are 
allocated efficiently and priority needs are funded, regardless of the prior year funding 
level. NCUA requires each office to explain the merits of every line item, the specific 
needs for each category of spending, and the basis of developing each cost estimate. 

After receiving the proposed budget for each NCUA office, the Chief Financial Officer 
and Executive Director meet individually with Office Directors and Regional Directors 
so that each budget and budget line item can be explained, justified, and reviewed. 

As the budget fonnulation process is iterative, refinements arc continually made, 
resulting in rolling adjustments to the budget proposal. During the budget development 
process, the Executive Director and Chief Financial Officer brief the Chairman and each 
Board Member multiple times on the budget proposals submitted, updated, and 
recommended, in addition, analytical and summary information is also prepared to 
provide for comparison to prior years and to highlight material increases or decreases to 
budget items. 

Budget Development 

Given the nature of NCUA’s mission and strategic plan goals and objectives, funding to 
support staffing levels is the single largest budget category. 

In developing the budget proposal, the examination and supervision workload is 
estimated to determine the number of staff hours necessary to carry out NCUA’s dual 
mission as insurer and regulator. The workload analysis is a bottom-up process with the 
field staff reviewing the condition and supervision needs for each credit union and 
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recommending the hours for each. The estimates are refined by management in the field 
program until the final budget proposal is completed. 

The workload analysis establishes the foundation for the Office of National Examinations 
and Supervision and the five regional budget requests, which represent over 72 percent of 
NCUA personnel. Based on the workload analysis, NCUA determines the staffing levels 
and requisite personnel compensation and benefits required to support the workload 
hours. 

In addition, ail 21 NCUA offices develop a bottom-up resource request. Each position 
must be validated and updated with the requisite personnel information to accurately 
project salary and benefit costs with the approved merit, locality and other inflationary 
adjustments such as health care costs. Any new resource requirements supporting a new 
position are presented and defended by the applicable Office Director to the Executive 
Director and Chief Financial Officer. 

When the Executive Director and Chief Financial Officer complete their analysis of 
requested positions, their analysis is presented in detailed briefings to each Board 
Member for their consideration. Where possible, the Board makes every effort to curtail 
any net addition of full-time equivalent positions, by use of attrition and strategic 
allocation of resources. After evaluating all alternatives, the Board ultimately determines 
whether any new net FTE positions are warranted. 

Other specific estimation procedures include: 

• Travel requirements for all examination program staff arc identified and justified based 
on workload analysis, meeting and conference plans, and individual development plans. 

• Rent, communication and utility expenses are reviewed for valid operational recurring 
requirements. Historical spending is used to assist in calculating the out-year costs; 
however, all costs are examined and estimated. NCUA staff also examine for cost 
savings. Examples of cost reductions that can be identified include efficiency savings 
associated with utilities, postage savings or lease renegotiations. 

• Administrative expenses are reviewed for valid operational recurring requirements. 
Historical spending is used to assist in calculating the out-ycar costs, and all costs are 
examined and estimated. Costs for 20 1 5 include large recurring expenses such as 
software licenses and maintenance fees, depreciation expense, laptop computer leases, 
and mandatory expenses such as Federal Financial Institutions Examination Council fees. 

• Contract expenses, which include a variety of projects, are assessed based on priority 
requirements as determined by the agency’s strategic plan and statutory requirements. 
Annual project reviews are conducted to ensure plans are consistent with the goals and 
objectives in NCUA’s Strategic Plan. In addition, contract spending associated with 
software development is prioritized by NCUA’s Information Technology Priority 
Council . 
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National Credit Union Administration 

BOARD ACTION MEMORANDUM 

TO: NCUA Board DATE: November 20, 2014 

FROM: Office of the Chief Financial Officer SUBJ: FY 201 5 Budget 

ACTION REQUESTED: Board approval of the fiscal year 2015 operating and capital budgets 
DATE ACTION REQUESTED: November 20, 2014 

OTHER OFFICES CONSULTED: All regional and central office directors and Executive 
Director 

VIEWS OF OTHER OFFICES CONSULTED: Concur 

BUDGET IMPACT: $279.5 million and 1,268.7 full-time equivalents (FTE) 

SUBMITTED TO INSPECTOR GENERAL FOR REVIEW: Yes 

RESPONSIBLE STAFF MEMBERS: Chief Financial Officer Mary Ann Woodson 

AUTHORITY: Per the Federal Credit Union Act, the management of the Administration is 
vested in the National Credit Union Administration (NCUA) Board. It is the Board’s 
responsibility to determine the expenses necessary to carry out its responsibilities under the Act. 
12 U.S.C. § 1752a(a). The Board is authorized to expend such funds and perform such other 
functions or acts as it may deem necessary or appropriate in accordance with the rules and 
regulations or policies established by the Board. § 1766(i)(2) 

Upon determination of the budgeted expenses, the Board determines a fee schedule with respect 
to federal credit unions, giving consideration to the expenses of the Administration in carrying 
out its responsibilities in connection with federal credit unions and the ability of federal credit 
unions to pay a fee. § 1 755(a)-(b). That fee schedule is documented in the separate operating fee 
assessment Board Action Memorandum (BAM). Fees collected are required to be deposited with 
the Treasurer of the United States for the account of the Administration, and expended by the 
Board to defray the expenses incurred in carrying out the agency’s operations, including the 
examination and supervision of federal credit unions. § 1755(d). Via the Overhead Transfer 
Rate, which is documented in the a separate BAM, the Board transfers additional National Credit 
Union Share Insurance Fund (NCUSIF) money to its operating fund to account for budgeted 
expenses related to both federal credit unions and federally insured, state-chartered credit unions, 
in accordance with its authority to use the Share Insurance Fund to carry out its responsibilities. 

§ 1783(a) 

At the end of the calendar year, NCUA’s financial transactions are subject to audit in accordance 
with Generally Accepted Accounting Principles. §§ 1783(b) & 1789(b). 



1 775 Duke Street - Alexandria, VA 22314-3428 - 703-51 8-6300 
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BACKGROUND: This memorandum recommends that the NCUA Board approve the proposed 
2015 budget of $279,477,779 and 1,268.7 full-time equivalents (FTE). NCUA’s budget process 
uses the agency’s strategic goals and objectives set forth in the NCUA Strategic Plan 2014 
through 201 7 as a framework to ensure agency priorities and initiatives drive resulting resources 
needs and allocations. The annual budget provides the resources to execute against the strategic 
plan and undertake tasks in NCUA’s major programs: examination and supervision, insurance, 
small credit union initiatives, consumer protection, and asset management. The Strategic Plan 
also identifies the NCUA’s goals and objectives including the following priorities: manage 
operational vulnerabilities by implementing a robust supervision framework for financial reform 
regulations, including interest rate risk and stress testing; prepare for and promote awareness of 
critical risk issues and related threats such as cybersecurity risks; develop and promote financial 
literacy education and consumer protection programs; develop and communicate guidance to 
credit unions to explain regulatory changes and best practices; and, strengthen security programs 
and communications. 

Each regional and central office director developed a budget request identifying resources 
required to support NCUA’s mission and strategic goals and objectives. These budgets were 
developed using zero-based budgeting techniques to ensure each office’s requirements were 
individually justified and consistent with the agency’s overall strategic plan. One of the primary 
inputs in the development process is a comprehensive workload analysis that captures the amount 
of time necessary to conduct examinations and supervision of federally insured credit unions in 
order to carry out NCUA’s dual mission as insurer and regulator. This process starts with a field 
level review of every credit union to determine the number of workload hours needed for the 
current year. The workload estimates are refined by each level of management in the field 
program until the final budget proposal is completed and forwarded to the central office for 
review and analysis. The final workload analysis establishes the foundation for the NCUA’s five 
regional office budget requests and for the Office of National Examinations and Supervision 
(ONES), representing 72 percent of NCUA personnel. In addition to the workload analysis, 
which is used to develop personnel and travel costs, all offices developed cost estimates for fixed 
and recurring items such as rent or leased property, operations and maintenance, repair on owned 
facilities, supplies, telecommunications, and other administrative and contracted services costs. 

All office budget submissions within NCUA underwent thorough reviews by the responsible 
regional and central office directors, the Chief Financial Officer, and executive leadership. 
NCUA’s Information Technology Prioritization Council (ITPC) met with every regional and 
central office to review and prioritize software initiatives and align those information technology 
(IT) investments with NCUA’s mission. These multi-level reviews result in a mutually agreed- 
upon budget to support NCUA’s top priorities: implementing a robust supervision framework, 
promoting awareness of critical risks and related threats, developing financial literacy and 
consumer protection programs, providing guidance to credit unions, and strengthening security 
programs. 

For reporting purposes and comparability with the practices of other Financial Institutions 
Reform, Recovery and Enforcement Act (FIRREA) agencies, comparisons to last year’s 
approved budget are included in this document. A summary description of the major spending 
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items in each budget category is included to provide improved transparency and understanding of 
how the budget resources will be used. Further, NCUA will provide supporting documentation 
for this request on the NCUA website to assist the public in understanding its budget 
development process. 


SUMMARY: The 
proposed 2015 budget of 
$279,477,779 represents an 
increase of 4.2 percent or 
$11.187,483 over the 2014 
budget of $268,290,296. 
This is the smallest 
percentage increase since 
2008. The budget increase 
reflects necessary 
expenditures to ensure 
successful execution of the 
agency’s mission and 
strategic plan. 


Figure 1 

Year-Over-Year Budget Growth 2008-2015 


34^ M Percentage change from 



The 2015 budget proposes a 
modest net increase to 
authorized staffing levels. 
The 2015 Full Time 
Equivalent (FTE) level is 
increased to a new 
authorized level of 1.268.7 . 
This includes a net increase 
of 4.2 FTEs from the 2014 
mid-session budget. As 
seen in Figure 2, NCUA 
staffing growth continues to 
remain well below credit 
union asset growth ^ 



Source data: NCUA Annua! Budget, Call Reports. FICU assets for 2015 are estimated. 
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Attachment 1 shows the breakout of the proposed 2015 budget by office. 
The components of the 2015 budget as compared to the 2014 budget are: 


CatesoA' 

2014 

2015 


Percent 

Percent of 


Budget 

Budget 

$ Change 

Change 

Total Budget 

Employee Pay and Benefits 

$ 194,632,214 

S 201,895,097 

$ 7,262,883 

3.7% 

72% 

Tra\'ei 

28,514.578 

29,288,793 

774.215 

2.7% 

11% 

Rent, Communications 
& Utilities 

5,615,191 

5,772,087 

156,896 

2.8% 

2% 

Administrative 

15,393,236 

16,334,758 

941.522 

6.1% 

6% 

Contracted Sendees 

24.135.077 

26,187,044 

2.051,967 

8.5% 

9% 

Total 

$ 268,290.296 

$ 279,477,779 

$ 11.187,483 

4.2% 

100% 


SIGNIFICANT BUDGETARY CHANGES: 

Staffing Changes: 

NCUA’s top two priorities, consistent with an evolving credit union industry, are to: 1) maintain 
a robust supervision framework and 2) promote awareness of critical risks and related threats. 
This includes identifying and resolving traditional risk concerns such as interest rate risk, credit 
risk and concentration risk, as well as new and evolving operational risks including cybersecurity 
threats. To address these priorities and risk concerns, the budget proposes to reallocate 18 
existing regional staff from generalist positions to the priority areas of capital markets, lending. 
and infonnation systems. Employing specialists rather than generalists adds expertise 
eommensurate with the increasing sophistication of credit union operations, so that NCUA will 
be better equipped to address these risk areas going forward. 

In addition to realigning regional resources to priority needs, NCUA’s budget proposes to add 
mission support staff to further support the stated priorities of a robust supervision framework, 
developing financial literacy and consumer protection programs, providing guidance to credit 
unions, enhancing cybersecurity and strengthening security programs. Additional staff proposed 
includes nine new positions as outlined below. This increase is offset by the reduction of five 
general examiner positions to be eliminated from the regional offices for a net increase of 4.2 
FTEs . The new positions, linked to the strategic priorities, include: 

1 . Supervision - To support NCUA’s priority of implementing a robust supervision 
framework, it is recommended that three new staff positions be added to: 

a. The Office of National Examinations and Supervision (ONES) for a Senior 
Capital Markets Analyst to support capital planning and stress testing regulations 
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for natural person credit unions with assets over $10 billion. This will focus on 
large institution risk in relation to the NCUSIF. 

b. ONES for an additional Lending Specialist Examiner to serve as an expert to staff 
during examinations or reviews of credit unions and credit union service 
organizations with complex lending programs. This position is needed to support 
the existing cadre of lending personnel. 

c. The Office of Chief Economist for an economist position to support the increasing 
demands for in-depth analytical resources including simulation and modeling to 
support the examination workforce. 

2. Cyberseeurity - It is recommended that a cybersecurity manager be added to the Office of 
Examination and Insurance so the agency can be better prepared for and promote the 
awareness of critical risks and related threats. This position will help to establish the 
policy, risk management and communication objectives to support the cybersecurity 
priorities of NCUA and the interagency initiatives jointly managed with the Federal 
Financial Institutions Examination Council (FFIEC) to protect the financial services 
industry. 

3. Consumer Protection - It is recommended that the Office of Consumer Protection add two 
personnel to support NCUA’s financial literacy and consumer protection programs. 

a. A new consumer affairs program officer is required to support the accurate and 
timely processing of consumer inquiries and complaints about credit unions, as 
well as proactively identify consumer protection concerns. NCUA’s Consumer 
Assistance Center volume has doubled in 2014 over 2013. 

b. A consumer compliance policy and outreach officer is necessary to provide 
expanded outreach to support NCUA staff and credit union officials on federal 
financial consumer protection matters. 

4. Provide Guidance to Credit Unions - It is recommended the Office of Small Credit Union 
Initiatives add a staff member responsible for field consultation, automated tools and 
reports, and the OSCUI web microsite. This will further improve the efficiency and 
effectiveness of OSCUI so it can deliver timely and more user-friendly products and 
services to its portfolio of credit unions. 

5. Seeurity Programs - It is recommended that to strengthen NCUA’s security programs, 
supporting multiple agency objectives related to security and financial sector threats, the 
Office of Continuity and Security Management be expanded by two personnel: 

a. A elassified information security specialist is required to manage the NCUA 
sensitive compartmented information facility, ensure compliance with national 
security requirements for the safeguarding of classified information as mandated 
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by the Director of National Intelligence (DNI), and to oversee the operations and 
conduct of the secure communications operations and testing in compliance with 
DNI and National Communications System Directives. This work has become 
increasingly complex and must adhere to requirements in the National 
Communications System Directive 3-10 and guidance from DNI. 

b. An intelligence specialist with knowledge of both financial sector threats and 
cyber threats will provide support to NCUA network security and business 
operations by sharing information on critical infrastructure protection for the 
credit union sector. The cyber intelligence analysis requires specialized skills that 
include mastery knowledge of national security threats, cybersecurity, the 
Intelligence Community, analytical techniques, and applicable regulations, 
principles. Director of National Intelligence regulations and standards. 

Employee Pay and Benefits: 

The employee pay and benefits expense category net increase of $7.3 million brings the total 
2015 cost of pay and benefits to $201.9 million, a 3.7 percent change, as compared to 2014. 

Pay and benefits represent 72 percent of the total budget request. A major driver of the increase 
is merit and locality pay increases, primarily due to NCUA’s current collective bargaining 
agreement. NCUA’s compensation continues to “maintain comparability with other federal bank 
regulatory agencies” as stipulated in the Federal Credit Union Act^. NCUA staff will be eligible 
to receive an average merit-based increase of four percent and a locality adjustment of up to three 
percent for most staff. In addition, the cost for the net increase of four new positions proposed is 
estimated to be $443,000 and assumes these personnel will be on board for only one- half of the 
year. 

In addition, the Office of Personnel Management (OPM) revised the economic assumptions used 
for actuarial valuation of the Federal Employees Retirement System (FERS). Under the new 
methodology, for 2015 all federal agencies must contribute 13.2 percent of FERS employees’ 
salary to the retirement system. This is up from 1 1 .9 percent, and is estimated to cost NCUA an 
additional $1.8 million for a total of $17.9 million in 2015. OPM also announced the 
government’s portion of the Federal Employees Health Benefits program will increase an average 
of three percent in 2015. The estimated cost of NCUA’s health benefits in 2015 are expected to 
total $12.6 million. 

The employee pay and benefits category also includes increased costs associated with 
promotions, position changes, and other mandatory employer contributions such as social 
security, retirement, transportation subsidies and worker’s compensation. 


" The Federal Credit Union Act states that, “In setting and adjusting the total amount of compensation and benefits 
for employees of the Board, the Board ,shall seek to maintain comparability with other federal bank regulatory 
agencies.” 12 U.S.C. Section 1766{j)(2). 
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The NCUA also achieved savings in the employee pay and benefits line item. For example, 
benefit costs were adjusted downward by $650,000 associated with lower-than-anticipated 
employee participation in health insurance benefit programs. Also, the agency made assumptions 
related to staff turnover, which lowered overall pay and benefits because more experienced 
personnel that separate from NCUA are assumed to be replaced by a combination of entry-level 
and midcareer staff employees. 

Travel: 

Travel comprises 1 1 percent of the overall 2015 budget proposal and reflects less than a three 
percent increase, or $774,215 over 2014. The total travel budget of $29.3 million includes 
expenses to cover per diem and lodging, air fare, reimbursements for privately owned vehicle 
usage, auto rentals, and other travel costs. These are necessary expenses for examiners’ on-site 
work in credit unions. A total of 64 percent of NCUA’s workforce is comprised of virtual field 
staff who spend over 30 percent of their time traveling to conduct the annual examination and 
supervision program and to a lesser degree to attend training. 

The standard government-wide 2015 U.S. General Services Administration lodging and per diem 
rates are unchanged from 20 1 4; however, there are many non-standard areas with higher per 
diem rates. This includes large metropolitan cities such as Miami, San Francisco and Boston that 
reflect an average four percent increase over 2014 lodging and meal expenses. These cost 
increases, combined with the planned 2015 examination schedule, result in an increase to 
regional travel. Central office travel expenses will also increase to support field exams. As 
examples, technical experts such as payment system, capital market, and lending specialists will 
assist field examiners with program examinations and training, while consumer access analysts 
will support field consumer compliance issues and follow-up field assessments of business 
marketing plans for field of membership expansions. 

Rent, Communication, and Utilities: 

Rent, communication, and utilities proposed at $5.8 million is the smallest component of 
NCUA’s budget and covers mainly the agency’s telecommunications and network expenses. 

Lease and rental expenses as well as utilities and postage are also part of this budget category. 
Total expenses in this budget category are expected to increase Just under three percent, or a net 
amount of $156,896. Most of this budget line item increase, approximately $200,000, is 
attributed to telecommunications costs that include the addition of broadband and network 
connections to improve data capacity and reliability. Additional dedicated communication lines 
for the central offices and Region 1 also account for part of this cost increase. Subscription 
services with financial and portfolio risk analytics critical to support program examinations 
account for an increase of $47,000. 

The agency identified cost savings in this budget category. The leases in Regions II and III were 
recently renegotiated resulting in savings of approximately $ 1 1 9,000. NCUA continues to 
support its green initiative by increasing delivering of materials in electronic format and reducing 


Page 7 



222 


its postal expenditures by $46,000 in 2015. Additionally, an effort to consolidate meeting and 
training requirements for field staff will result in savings of $64,000. 

Administrative Expenses: 

Administrative expenses primarily include depreciation and amortization expenses of capital 
acquisition and software licenses that support operational requirements, FFIEC fees, relocation 
expenses, and employee supplies. These costs are expected to increase by a net of $941,522 or 
six percent, for a total budget of $16.3 million for 2015. 

Software licensing fees will increase by $137,000 for both new licenses and for inflationary 
increases on existing licenses. These licenses provide critical analytical tools for examiners to 
strengthen off-site monitoring, perform asset valuation and risk metrics, enhance statistical 
surveillance of credit union risks and program efficiencies, and further improve program 
consistency. 

The proposed budget also includes $752,000, an increase of $279,000, to fund NCUA’s 
enterprise agreement for a suite of Microsoft software products. This funding supports server 
and end-user licensing costs for Microsoft products, including email, word processing, 
spreadsheet and database management applications. These tools support NCUA’s mission 
achievement across all of the agency’s strategic goals. Total software licenses and maintenance 
fees will cost NCUA $3.1 million in 2015. 

In 2015, NCUA’s laptops will be at the end of their useful life, in a business setting, which is the 
prevalent industry standard of three years. Although the annual costs for the computer leases are 
expected to remain unchanged from 2014. there will be a one-time cost of $365,000 to replace 
computer peripherals such as docking stations, hard drives, and other accessories. 

The agency expects to achieve savings of $90,000 by utilizing webinars and internet resources 
for small credit union engagements. 

Contracted Services: 

Contracted services is budgeted at $26.2 million for 20 1 5. The request represents an increase of 
$2. 1 million, or nine percent, over the 2014 budget and is in support of NCUA’s top priorities of 
implementing a robust supervision framework, promoting awareness of critical risks and related 
threats, developing financial literacy and consumer protection programs, providing guidance to 
credit unions, and strengthening security programs. The contracted services line items of the 
budget reflect costs incurred when products and services are acquired in the commercial 
marketplace through a competitive process for all contracts over $7,500. These services include 
critical mission support such as information technology hardware and software development 
support, accounting and auditing services, and specialized subject matter expertise that enable 
NCUA to meet its mission. Contracting specific expertise is often a cost-effective approach to 
support career FTEs. 
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The majority of contract services funding is related to NCUA’s priority goal to implement a 
robust supervision framework, to include identifying and resolving traditional risk concerns such 
as interest rate risk, credit risk and concentration risk, as well as new and evolving operational 
risks including cyber-security risks. 

A portion of the funding requested for this category is for recurring infrastructure costs to the 
agency. For example, the agency incurs recurring contracted services funding to maintain a 
number of NCUA systems including critical legacy systems such as Automated Integrated 
Regulatory Examination System (AIRES) and CU Online. Other examples include: 

• Funding to meet training requirements of the examiner workforce. NCUA’s most 
important resource is a highly qualified, skilled workforce. It is important that staff have 
the proper knowledge, skills, and abilities to perfonn assigned duties and meet emerging 
needs. Examiners are required to attend five levels of examiner training, followed by 
training in core areas such as capital markets, consumer compliance, and specialized 
lending, NCUA training program costs, primarily conducted at the agency’s training 
facility in the central office, are expected to remain at the same level as 2014. This 
includes conducting over 1 00 training sessions annually with more than 2,100 attendees 
for both NCUA staff and state supervisory authorities. The central office training facility 
is in use over 300 calendar days per year. Contract resources will be used to modify and 
strengthen NCUA examiner training in member business lending. In addition to 
supporting the agency’s programmatic priorities, employee development supports the 
strategic goal to cultivate an environment that fosters a diverse, well-trained and 
motivated staff 

• Information technology system costs. These funds for NCUA’s information security 
program are required to strengthen cybersecurity, a high priority to ensure the agency is in 
compliance with the Federal Information System Management Act . 

• Funds for agency financial management services, human resources technology support, 
and payroll services. NCUA contracts for these services with the U. S, Department of 
Transportation’s Enterprise Service Center and the U.S. General Services Administration. 

• Funds to conduct the annual audit for NCUA’s five funds. 

Funds are also requested to evaluate the staffing structure and analytical software needs to 
support internally developed stress testing results for natural person credit unions greater than 
$10 billion in assets. This analysis is expected to cost $100,000. A loan portfolio analysis tool 
estimated to cost $150,000 will be used to assist with supervision responsibilities for natural 
person credit unions over $10 billion in assets. 

There are several federally mandated security costs such as the secure electronic surveillance 
system. These costs will increase over the prior year budget by $235,000. Other required 
security costs are associated with the personally identifiable verification program and background 
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investigation checks and are estimated to increase $1 10,000. This includes cost increases 
charged by the Office of Personnel Management for five-year reinvestigations. 

Dedicated contractor support was approved during the 2014 mid-session budget review to meet 
growing audiovisual demands, evolving communication platforms, and enhance staff 
effectiveness and efficiency through the use of technology. This contractor support will continue 
to assist NCUA with video teleconferencing, web conferencing, and provide IT support for more 
efficient training at a cost of $ 1 76,000. 

There are several minor maintenance projects needed for the King Street Station property to 
provide general upkeep and replacement items for the 20-year old property in the amount of 
$140,000, In addition, realtor commission costs to replace an existing tenant expected to move 
next year is estimated at $85,000. 

The U.S, Equal Employment Opportunity Commission has several mandatory compliance 
requirements. NCUA will hire a contractor to conduct a barrier analysis to assess NCUA’s 
personnel recruitment policies and procedures to ensure there are no employment barriers to full 
participation in the workplace by individuals of all races and ethnicities. The cost of this contract 
is estimated to be $ 1 85,000. In addition, an expanded workforce recruitment program costing 
$60,000 will increase hiring opportunities from underrepresented groups. These initiatives 
support the diversity inclusion requirements of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act, as well as NCUA’s objective of recruiting and retaining a well- 
diversified and highly qualified workforce. 

Capital Acquisitions: 

An itemized listing for $8.9 million of capital acquisitions is provided in Attachment 2. 

A total of $5.9 million is requested for information technology software development projects 
approved by NCUA’s Information Technology Prioritization Council. Several of these systems 
were part of mid-session budget approved projects to plan and assess the specifications to 
implement these projects. 

• $1.5 million: Business Intelligence tools to provide robust enhanced reporting 

• $1.3 million: Redesign of the examination management system; Consumer Assistance 
Center complaint management system replacement 

• $1.1 million: CU Online Version 3 for natural person credit unions 

• $325,000: Background investigation management system 

• $250,000: Enterprise portal for staff to securely share and distribute large files 

• $216,000: Replacement of system that supports administrative functions including budget 
formulation, travel voucher audits, and human resource data. 

A total of $200,000 is requested for a new Office of Minority and Women Inclusion data 
management and complaint tracking system to comply with a recent Office of Inspector General 
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recommendation. A more robust automated system is needed to ensure that the increased level 
of information required by various government entities is readily available. 

A total of $263,000 is requested for information technology hardware including replacement of 
five-year old regional servers, upgrade of the audiovisual system in the central office, and 
expansion of production storage infrastructure to meet growing data capacity needs. 

A total of $2.5 million is requested for central office building renovation projects. The retail 
space in the King Street building will be retrofitted to be used as the agency’s training facility. 
Renovation of the vacated space in the central office from the former training rooms will 
repurpose it for office space. This repurposing project is designed to ensure the central office 
space will be used more efficiently and will avoid the expense of purchasing or leasing additional 
space outside of the central office in 2015. 

There are also several necessary heating, ventilation, and air conditioning replacement projects as 
well as electrical upgrades necessary for the ongoing maintenance of the building. 

RECOMMENDED ACTIONS; It is recommended that the NCUA Board approve: 

1 . The fiscal year 20 1 5 budget of $279,747,779 and 1 ,268.7 FTEs, as presented in 
Attachment 1. 

2. The 2015 capital acquisitions of $8,872,500 as presented in Attachment 2. 

ATTACHMENTS: 20 1 5 proposed budget by office, and 201 5 capital acquisition schedule. 
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2015 CAPITAL INVESTMENTS/ACQUISITIONS 


Description 


Estimated Cost 


Information technology software development investments approved by ITPC. 


$ 6,107,000 


Business Intelligence Tools combined with an Enterprise Data Warehouse will expand data storage 
and strengthen analysis and reporting. 

Automated Integrated Regulatory Examination System (AIRES) redesign will improve the 
primary program exam tool used to manage credit union supervision and examination functions. This 
system is a critical and primary information source for documenting the indnstry health, safety and 
soundness. 


1.500.000 

1.300.000 


Consumer Assistance Center New Complaint Management System will modernize and 
streamline the complaint process to ensure an effective and timely process. The new system will 
improve customer service and provide accurate information to the public. 

CU-online System Upgrade. The central data collection system used by credit unions for quarterly 
reporting will be updated (version 3) for Natural Person Credit Unions to enhance usability functions 
and make improve system reliability. 

Background Investigation Management System will more effectively manage the sensitive 
personally identifiable background investigation data, and improve the efficiency of personnel 
security processing. 

Secure File Transfer solution with an enterprise portal will facilitate the transfer of any file type 
including loan files, videos, and other large data files. 

Administrative Legacy Systems Replacement will include new systems for budget formulation, 
travel voucher audits and human resource data management. 


1,200,000 

1,116,000 

325.000 

250.000 

216.000 


Equal Employment Opportunity Database is required to track and manage complaints and cases to 
comply with Equal Employment Opportunity Commission regulations . 


Information technology hardware investments 


$ 263,000 


Audio visual system upgrades to replace outdated equipment and systems. 


$ 100,000 


Replacement of 5-year old regional servers to ensure compatibility with current technology. 


85,000 


Production storage capacity upgrades to keep pace with growing data requirements. 


$ 78,000 


Capital building Improvements and repairs 


$ 2,502, 5(X) 


Building renovations for vacated training rooms to repurpose for office and meeting space 
Building refurbishments and repairs, such as waterproofing NCUA’s Central Office Facility. 
Heating and air conditioning replacements for the NCUA Central Office Facility. 

Building modifications to Region IV (Austin, Texas) to comply with Americans with Disabilities 


1,210.000 

740.000 
452,500 

100.000 


TOTAL CAPITAL ACQUISITIONS 


$ 8,872,500 


PREDECtSIONAL 


ATTACHMENT 2 


11/17/2014 
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NATIONAL CREDIT UNION ADMINISTRATION 
OPERATING FUND 

MANAGEMENT OVERVIEW 

August 31, 2015 


Balance Sheet 

Cash and cash equivalents had a month-end balance of approximately $65.3 million, its balance decreased $3.6 
million in the month primarily due to monthly realization of deferred revenue, purchase of fixed assets and 
repayment of National Credit Union Share Insurance Fund long-term note payable. The cash position is considered 
to be sufficient to cover current and future obligations of the Fund. 

Accounts payable had a month-end balance of approximately $2.9 million. Its balance increased by approximately 
$1.4 million in the month primarily due to a liability created by the estimate-to-actual differences of Operating 
Fund overhead expenses transfered to the Share Insurance Fund. 

Accrued wages and benefits had a month-end balance of approximately $7.1 million. Its balance increased by 
approximately $718 thousand in the month primarily due to monthly payroll accrual timing differences. 

Deferred revenue had a month-end balance of approximately $26.2 million. Its balance decreased by 
approximately $6.5 million in the month due to the recognition of the monthly operating fee revenue. 

Statements of Revenues. Expenses, and Changes in Fund Balance 

Net income for the month was $649 thousand and net income year-to-date was $5.0 million. Interest income on 
overnight investments has averaged 0.03% year-to-date, versus 0.04% during the same period last year. 

Statements of Cash Flow 

The cash position decreased approximately $3.6 million since last month. In the current month approximately $3,3 
million was used for operating expenses. Approximately $158 thousand was invested in new capital assets. 
Approximately $112 thousand in cash was used to reduce or repay the National Credit Union Share Insurance Fund 
note payable long-term liability, which has a balance of approximately $10.8 million on the balance sheet. 


Budget (Ycar-to-Datc) 

Agency spending was under the year-to-date budget by $ 1 2.8 million or 7.0%, compared to being under the year-to- 
date budget by approximately $13.4 million or 7.6% during the same period last year. Of the total variance, 
employee pay and benefits was under budget by $2.8 million or 2. 1 %. Travel cost were under budget by $2.2 
million or 1 1.5%. Contract services cost was under budget by $4.2 million or 23.9%. The remaining expense 
categories combined were under budget by $3.6 million or 24.8%. The under budget amounts are due to the use of 
straight line budget estimates. Actual costs will more clearly align with budgeted costs as the year progresses. 


The average annualized travel spend per Full-Time Equivelant (FTE) was $20,773 this year, which is $309 more 
than last year. 

Vacancies 


The Agency had 41 vacancies as of this month— no change from the prior month. Of the 41 vacancies, 9 were in 
the central office and 32 were in the regions and the Asset Management and Assistance Center (AMAC). The 41 
vacancies represent 3.2% percent of total authorized staff of 1,268.70. 
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ASSETS 


NATIONAL CREDIT UNION ADMINISTRATION 
OPERATING FUND 
BALANCE SHEETS 
As of August 31, 2015 
(Dollars in thousands) 


CASH AND CASH EQUIVALENTS 

$ 

65,310 

$ 

62,723 

DUE FROM NATIONAL CREDIT UNION SHARE INSURANCE 





FUND 


- 


68 

EMPLOYEE ADVANCES 


29 


128 

OTHER ACCOUNTS RECEIVABLE . Net 


563 


216 

PREPAID EXPENSES AND OTHER ASSETS 


2,457 


1,888 

ASSETS HELD FOR SALE 


207 


244 

FIXED ASSETS — Net of aceumulated depreciation of $30,465 


31,962 


29,629 

INTANGIBLE ASSETS — Net of accumulated amortization 





of $ 1 6,890 as of August 3 1 , 20 1 5 


2,303 


3,083 

TOTAL ASSETS ^ 


102,831 

$ 

97,979 

LIABILITIES 





Accounts payable 

$ 

2,887 

$ 

4,657 

Obligations under capital leases 


1,894 


59 

Accrued wages and benefits 


7,081 


5,749 

Deferred revenue (1) 


26,219 


25,958 

Accrued annual leave 


15,469 


14,571 

Note payable to National Credit Union Share Insurance Fund 


10,839 


12,180 

TOTAL LIABILITIES 

— 

64,389 

— 

63,174 

FUND BALANCE 

— 

38.442 

— 

34,805 

TOTAL LIABILITIES AND FUND BALANCE 

$ 

102,831 

$ 

97,979 


(1) The Operating Fund recognizes operating fee revenue ratably over the calendar year. The deferred 
revenue is the remaining amount to be recognized over the remainder of the calendar year. 


The balances in the statement above are preliminary and unaudited 
2 
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NATIONAL CREDIT UNION ADMINISTRATION 
OPERATING FUND 

STATEMENTS OF REVENUES, EXPENSES, AND CHANGES IN FUND BALANCE 
For the Periods Ended August 31, 2015 and August 31, 2014 
(Dollars in thousands) 




Year-tn-Date 

Year-tO'Date 


August 2015 

Au{ 

just 2015 

August 2014 

REVENUES 

Operating fees 

$ 6,498 

$ 

52,565 

S 51,917 

Interest 

3 


9 

12 

Other 

76 


753 

863 

Total Revenues 

6,577 


53,327 

52,792 

EXPENSES, NET (1) 

Employee wages and benefits, net 

4,379 


36,677 

37,665 

Travel 

675 


4,799 

5,150 

Rent, communications, and utilities 

100 


750 

945 

Contracted services 

517 


3,754 

3,908 

Depreciation and amortization 

480 


3,775 

3,950 

Administrative 

(223) 


(1,442) 

(1,154) 

Total Expenses 

5,928 


48,313 

50,464 

EXCESS OF REVENUES OVER / (UNDER) EXPENSES 

649 


5,014 

2,328 

FUND BALANCE — Beginning of period 

37,793 


33.428 

32,477 

FUND BALANCE— End of period 

$ 38,442 

$ 

38,442 

$ 34,805 


(1) Operating Fund expenses are the total NCUA operating expenses minus the Share Insurance Fund allocation as 
determined by the overhead transfer rate set by the board of 71.8% and 69.2% for 2015 and 2014, respectively. 


The balances in the statement above are preliminary and unaudited 
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NATIONAL CREDIT UNION ADMINISTRATION 
OPERATING FUND 
STATEMENTS OF CASH FLOWS 
For the Periods Ended August 31, 2015 and August 31, 2014 
(Dollars in thousands) 

Year-to-Date Year-to-Date 
August 2015 August 2015 August 2014 


CASH FLOWS FROM OPERATING ACTIVITIES: 


Excess of revenues over expenses $ 

649 $ 

5,014 S 

2.328 

Adjustments to reconcile excess of revenues over expenses to net 
cash provided by operating activities; 

Depreciation and amortization 

480 

3,775 

3.950 

Provision for loss on disposal of employee residences held for sale 

- 

47 

- 

(Gain) loss on fixed asset retirements 

1 

12 

- 

(Increase) decrease in assets: 

Due from National Credit Union Share Insurance Fund 

82 

3,509 

3,245 

Employee advances 

26 

33 

(90) 

Other accounts receivable 

(116) 

(241) 

(13) 

Prepaid expenses and other assets 


(312) 

(510) 

(Decrease) increase in liabilities: 

Accounts payable 

L387 

(3,711) 

(61) 

Accrued wages and benefits 

718 

(5,792) 

(5,607) 

Deferred revenue 

(6,544) 

26.219 

25,958 

Accrued employee travel 

, 

(491) 

(1.068) 

Net cash (used) or provided by operating activities 

(3.317) 

28.062 

28,132 

CASH FLOWS FROM INVESTING ACTIVITIES: 

Purchases of fixed and intangible assets 

(158) 

(2.837) 

(2,184) 

Proceeds from insurance on fixed assets 

- 

- 

- 

Purchases of employee residences held for sale 

- 

(207) 

(244) 

Proceeds from sale of employee residences held for sale 

- 

596 

- 

Net cash used by investing acliviiias 

(158) 

(2.448) 

(2.428) 

CASH FLOWS FROM FINANCING ACTIVITIES: 

Repayments of note payable to National Credit Union Share Insurance Fund 

(H2) 

(894) 

(894) 

Principal payments under capital lease obligations 

- 

(350) 

- 

Net cash used by financing activities 

(112) 

(1,244) 

(894) 

NET (DECREASE) OR INCREASE IN CASH AND CASH EQUIVALENTS 

(3.587) 

24,370 

24.810 

CASH AND CASH EQUIVALENTS— Beginning of period 

68,897 

40.940 

37.913 

CASH AND CASH EQUIVALENTS— End of period S 

65,310 S 

65.310 Si 

62.723 


SUPPLEMENTAL DISCLOSURE OF NONCASH ACTIVITIES 

Acquisition of equipment under capital lease 
Cash Payments for Interest 



The balances in the statement above are preliminary and unaudited 
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NATIONAL CREDIT UNION ADMINISTRATION 
OPERATING FUND 

YEAR-TO-DATE BUDGET REPORT ANALYSIS (BEFORE OVERHEAD TRANSFER RATE) 
As of August 31, 2015 and August 31, 2014 

(Dollars in thousands) 



Year-To-Date 2015 

Year-To-Date 2014 

BUDGET ‘ 

ACTUAL 

DIFF 

% 

KlffiTilatll 

ACTUAL 

DIFF 


Employee Pay & Benefits 

132,881 

130,062 

(2,819) 

-2.i% 

127,919 

122,288 

(5,631) 


Travel 

19,223 

17,016 

(2,207) 

-11.5% 

19,014 

16,722 

(2,292) 

-12.1% 

Rent, Comm., & Utilities 

3,616 

2,6.58 

(958) 

-26.5% 

3,782 

3,067 

(715) 

-18.9% 

Administrative 

10,920 

8,275 

(2,644) 

-24.2% 

10,341 

9,079 

(1,262) 

-12.2% 

Contracted Services 

17.482 

13,306 

(4,176) 

-23.9% 

16,151 

12,672 

(3,480) 

-21.5% 

TOTAL 

184,12! 

171317 

(12.804) 

-7.0% 







‘Budget amounts rellcct the Board-approved base budget plus mid-session adjustments. 


The balances in the supplement above are preliminary and unaudited 
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NATIONAL CREDIT UNION ADMINISTRATION 
OPERATING FUND 


GRAPHS AND RATIOS 

As of August 31, 2015 and August 31, 2014 



JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC 



Vacancies 


8/31/2015 8/31/2014 


Fund Ba lanc e / Total assets 

YTD interest income to avera ge investments (annualized) 
Annu alized travel spend per employee 
Net year to date cash inflow (outflow) in millions of dollars 
Cash a nd overnight investm ents / Total assets 
Overhead transfer rate 


37.38% 

0.03% 

$20,773 

$24 

63.51% 

71.80% 


35.52% 

0.04% 

$20,464 

$25 

64.02% 

69.20% 


The balances in the supplement above are preliminary and unaudited 
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2015 BUDGET - CONTRACT SERVICES 
Operating Fund 

“ The 2015 NCUA operating fund budget of $279.5 miliion includes $26.2 million for contracted 
services, which is 9 percent of the total operating fund budget. 

■ This budget supports NCUA’stop priorities to implement a robust supervision framework, 
promote awareness of critical risks and related threats, develop financial literacy and consumer 
protection programs that provide guidance to credit unions, and strengthen security programs. 

■ The contracted services budget represents costs incurred for products and services acquired in 
the federal government and commercial markeqslace through a competitive process for all 
contracts over $7,500. These services include such services as federal shared service provider 
for accounting and payroll systems and services, information technology hardware and software 
development support, accounting and auditing services and specialized subject-matter expertise 
that enables NCUA to meet its mission. 

■ The majority of our contracted services are related to NCUA's priority goal of implementing a 
robust supervision framework, and identifying and resolving traditional risk concerns such as 
interest rate risk, credit risk and concentration risk, as well as new and evolving operational risks 
like cyber-security risks. Other major contract spending includes; 

• Information Technology Infrastructure Costs. There are recurring maintenance 
expenses to support critical internal systems such as the Automated Integrated Regulatory 
Examination System (AIRES) and CU Online that support the credit union examination 
program. This includes development costs to replace legacy IT systems that have 
exceeded their expected useful life and new applications to improve the efficiency and 
effectiveness of the agency. 

Information technology system costs for NCUA's information security program are 
required to strengthen cybersecuriiy, a high priority to ensure the agency complies with 
the Federal Information System Management Act. 

• Training Requirements of the Highly Qualified and Skilled Examiner Workforce. It 
is important that staff have the proper knowledge, skills and abilities to perform assigned 
duties and meet emerging needs. Newly hired examiners are required to attend a 
predefined curriculum that includes training in capital markets, consumer compliance and 
specialized lending. All staff complete an annual Individual Development Plan outlining 
up to 80 classroom hours to maintain and improve their skills and expertise. Employee 
development support.s the agency's strategic goal to cultivate an environment that fosters 
a diverse, well-trained and motivated staff. 
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• Financial Management Services, Human Resources and Payroll Services. NCUA 
contracts for these services with the U. S. Department of Transportation's Enterprise 
Service Center and the U.S. General Services Administration. 

• Outside Audits. >iCUA contracts with outside parties to conduct the annual audits for 
NCUA's five funds. 

• Mandatory Compliance Requirements for the U.S. Equal Employment Opportunity 
Commission. NCUA hires contractors to conduct a barrier analysis to assess NCUA’s 
personnel recruitment policies and procedures to ensure there are no barriers to full 
participation in the agency’s workplace by individuals of all races and ethnicities. These 
initiatives support the diversity inclusion requirements outlined in the Dodd-Frank Wall 
Street Refonn and Consumer Protection Act. as well as NCUA’s objectives for diversity. 

Stabilization Fund 

■ Contract costs represent 73 percent of the Corporate Stabilization Fund’s budget of $4.1 million. 
The $3 million of contract services is needed to meet our fiduciary requirements and includes 
such things as hiring outside professional services such as external valuation experts, tax 
consultants, financial specialists and accountants. The majority of personnel needed to operate 
the Corporate Stabilization Fund are managed through contractors because the fund is temporary. 

• Valuation seivices support elTorts to maximize the value of the asset management estates and 
determine the current value of legacy assets. Without these services, NCUA would be unable 
to assess macroeconomic changes that could materially affect the value of the legacy assets. 

• Accounting and audit service.s support two central ofilces in NCUA; the offices of 
Examination and Insurance and the Chief Financial Officer. They include a quarterly due 
diligence process on contract valuations as well as analyses on emerging issues. Support for 
the annual financial audit process and emerging issues is also provided by contractors and 
include tasks that support complex accounting and financial requirements for settlements, 

.sale of legacy assets, parity payments, changing valuation model assumptions, and 
disposition planning such as re*securitization. Other accounting services include performing 
internal control assessments and providing accounting services in support of the annual 
financial statement audit. 

• Sotbvare and data subscription services support standard tools that provide models, 
calculations, and metrics for the structured investment products underlying the NCUA 
guaranteed notes (NGN) portfolio. Financial analytics data play a critical role in the 
surveillance, modeling, and pricing of the legacy assets that comprise the NGN Trusts, as 
well as supporting the due diligence NCUA performs on the cash flow projections provided 
by its contract support. 
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Central Liquidity Fund 

■ The CLF is a mixed-ownership government corporation managed by the NCUA Board and 
owned by its member credit unions. There are some financial service support fees and 
professional training and development included in the annual CLF operating expenses. 

Share Insurance Fund 

■ The Federal Credit Union Act permits the Share Insurance fund to cover administrative and other 
necessary expenses. Financial operations and audit support are ongoing requirements to support 
the production of audited financial statements that receive clean opinions. Because the financial 
audit support work is cyclical, contractor staff is best suited to perform this work. 
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Nc l:a . 


Operating Fund Contracted Ser\ices by OfUce* 

[ ' ' , ' Office of the Board 


Professional training and development 
Temporary labor 

Communication and media support services 


Total Contracted Services 


Office of the Executive Director 


Executive conference and meeting services 
Professional training and development 
Strategic planning conference support 


Total Contracted Services 


Office of Continuity and Security Manaeement 



*Totai operating expenses before 71 .8 percent of expenses arc transferred to Share Insurance Fund in 
accordance with the November 14. 2014, Board Action Memoranda on the operating fee and overhead 
transfer rate. The Office of Inspector General contract detail is not included. 
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Operating Fund Contracted Services by Office 


Office of Minoiitv aiidWbmen Inclusion 


Description 

2015Budget 

Mediations/counseling/investigations 

130,500 

Supplier diversity program review 

9.500 

Diversity training 

15,400 

Professional training and development 

27.794 

Intem/student programs 

312,000 

Diversitv' Program Events 

29.000 

Equal employment opportunity (EEO) training 

7,200 

EEO barrier analysis 

200,000 

EEO programs 

89,000 

Total Contracted Services 

S 820394 


Office of the Chief Economist 


Description 2015 Budget 

Professional training and development 4,500 


[Total Contracted Services S 4,500 


Office of Consumer Protection 


Description 2015 Budget j 


Regulatory consumer compliance implementation support 250,050 

Professional training and development 62,502 

Consumer protection and compliance training 45.000 

Youth financial literacy study 25,000 


[Total Contracted Services $ - 382,552 ' | 
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Operating Fund Contracted Ser\ices by Office 


Office of National Examination and Supervision 


Description 

2015 Budget 

Professional training and development 

69,600 

Investment monitoring system 

137.796 

Online business and financial research service 

44.165 

Risk assessment services 

157.000 

Resource planning assessment 

100.000 

Portfolio analytical serv'ices and tools 

168,000 

Total Contracted Services 

S 676,561 


Office of the Chief Financiai Officer 


Description 

201 5 Budget 

Maintenance, repair and other building services 

982.71! 

(net with tenant reimbursement) 


Printer and shredder maintenance 

18.500 

Accounting system support 

1,918,145 

Audit support 

828,200 

Payroll/HR systems support 

232,500 

Travel processing fees 

20,000 

Professional training and development 

87,000 

Agency-wide new laptop training 

130.000 

Accounting report services 

75,000 

Printing services 

372,445 

Facility, graphics and mailing services 

102,000 

Total Contracted Service.s 
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Operating Fund Contracted Sendees by Office 


Office of the Chief Information Officer 


Description 

2015 Budget 

Network, server and printer mauitenance 

220,000 

Records management/storage 

47,600 

Administrative support services 

96,820 

Security management 

,1 50,000 

Information technology support services 

1,230,560 

Network consulting support services 

1,076,528 

Information security and audit support 

1,100,000 

Professional training and development 

133,000 

System programming support 

4,328.854 

Credit Union On-line maintenance 

1,000,000 

System development support 

637,120 

Audio visual support 

191,590 

Administrative systems maintenance 

96,000 

Total Contracted Services 

S 10308,072 


Office of Small Credit Union Initiatives 


Description 


Training facilitators and instructors 

Professional training and development 

Low income credit union training 

21,000 

47,000 

37,500 

Total Contracted Services 

$ 105,500 











Operating Fund Contracted Sen ices by Office 


Office of ExammatioB and Insurance 


Description 

2015 Budget 

Professional training and development 

Credit union program examination systems 

Management and organizational support 

Member business lending and cyber security training 

106,500 

625.000 

425.000 

175.000 

Total Contracted Services 

$ 1331,500 


Office of General Counsel. 


Description 

2015 Budget 

Administrative legal fees (admin law judge, court reporter, etc) 

175,000 

Professional training and development 

16,000 

Legal support 

34,000 

Total Contracted Services 

$ 225,000 


Office of Human Resources 


Description 

2015 Budget ^ 

Investigative support services 

25,000 

Financial, management, and examiner training 

1,183,807 

Examiner Certification Testing 

385,000 

Conference planning and support 

250,000 

NCUA Savings Plan administrative costs 

254,000 

OHR administrative and labor relations support 

117,500 

HR system operation and maintenance and support 

295,000 

Professional training and development, executive conference and meetings 

336,200 

Employee assistance programs 

141,838 

Conference security support 

12,000 

Total Contracted Services 

S 3,000,345 
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Operating Fund Contracted Services by Office 


Office ofPublic and Congressional Affairs 


Description 

2015 Budget 

Training facilitators and instructors 

12,000 

Professional training and development 

21,000 

Administrative support services 

114,000 

Communication and media support services 

323,700 

Total Contracted Services 

S 470,700 


Region 1 


Description 

2015 Budget 

Copier/printer lease and maintenance 

7,215 

Program exam and audit support 

22,750 

Professional training and development 

70,903 

Building and office services 

17,700 

Total Contracted Services ^ 

$ U8;568 




Description ' 


Copier/printcr lease and maintenance 

2.000 

Program exam and audit support 

75,000 

Professional training and development 

111,452 

Building and office services 

5.162 

Training facilitators and instructors 

1,000 

Total Contracted Services 

S 194,614 




9 











Operating Fund Contracted Services by OfTice 


Region 


Description - 

Office building repairs 
Copier/printer lease and maintenance 
Program exam and audit support 
Professional training and development 


IXotal Contracted Services 


Region 4 


Description 


Copier/printer lease and maintenance 
Professional training and development 
Building and office services 
Interpreter services 

Professional development team training 


IXotal Gontracted Services 


Region 5 


Description 

Building repairs 

Copier/printer lease and maintenance 
Professional training and development 
Building and office services 
Training facilitators and instructors 
Media service 


jXotal Contracted Services 
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Operating Fund Contracted Services by Office 


Asset Management and Ais^btance Center 


Description 

2015 Budget 

Building repairs 

2,500 

Copier/printer lease and maintenance 

15,000 

Financial service maintenance 

80,000 

Legal 

1,000 

Profe.ssional training and development 

55,000 

Total Contracted Services 

$ 153,500 


Other NCUA Fund Contracted Sendees 


Stabilization Fund 


Valuation Services 

1.250,000 

Accounting and Audit Support 

992,000 

Software/Data Subscription 

757,000 

Total 

S 2,999,000 


Central Liquidity Fund 


Agent and bank service lees 


Training 


Total 



Share Insurance Fund* 


Financial Statement Audit Support 

520,000 

Training for State Supervisory Personnel 

606,032 

Treasury service lees 

35,048 

Total 



♦Includes total budgeted direct charges. In addition, 71.8 percent of the Operating Fund’s actual 
expenses will be transferred to the Sliare InsurasKe Fund in accordance witli the November 14, 2014 
Board Action Memoranda on the operating fee and overhead transfer rate. 
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NCUA 2015 BUDGET DETAIL 


1 

Annuat Budget 

QrauDlnas 

{CostBwn^ 


EMPLOYEE PAY 


146.404.733 






in^mmiiiiiiiiiiiiiiiiiim^^ii^^^ 



ifllHHHBSSH 


11600 AtXRUED ANNUAL LEAVE 

1 ,000,000 


11910 VACW4CY DIFFERENTIAL 

-3,775,000 


11950 OUTOFUSADIFF 

136,104 




EMPLOYEE BENERTS 

12141 aVU^RVICERETMT 

789,705 


12142 HEALTH BENEFtTS 

[BBBWilff'ii'I'ftl'ifit 


12143 UFE INSURANCE 

[■■■■KB 


12144 OASOIAieOICARE 

9,593,132: 


12145 VISION AND DENTAL 



12147 FEHS RETIREMENT 



121^ TSP 



12149 ^IKCOTT 

ilHHIQigggg 


12511 CASH AWARDS 

iHHHHHIliSSiiS 


12512 OJ THE SPOT AWDS 

200,500 


12513 AWARD CEREMONY 

15.000 


12610 NEW HIRE RELOCATION 

15,000 


12620 TRAVEL BONUS 

1.069,185 


12631 WKRSCOMP 

225,000 


12632 UNEMPCOMP 

35,000 


12950 HEALTH MAINT 

91,525 


12970 TRANSP SUBSIDY 

93,000 


12980 OTHER reRSSVCS 

28,021 


12982 REINB NCUA STAFF 

-238.028 



56.110.625 

TRAVEL EXPENSES 

22000 POV 

4,778.452 


24000 PER OIEM/LOOGING 

16,738,640 





28000 AUTO RENTALS 

962,231 


29000 OTHER TRAVEL COSTS 

1,380.401 



29.268,793 

RENT/COMAJTiLITIES 

31100 EMPLOYEE PHONE 

98,255 


31500 TELEPHONE 

2,586,467 


32100 SPACE RENTAL 

1,671.777 


33000 MISC RENTALS 

mHHHIKSESli 


34100 POSTAGE 

153,907 


39000 UTILITIES 

329,700 



5,772,067 

ADMINISTRATIVE 

41000 SHIWNOrt)EUVERY 

235,465 


42000 PRINTING 

420.275 


430CW SUPPLIESIMATERIALS 

4.152.270 


1 

IBIIIHIIIIIIIII^Q^I 


43210 ajBS/PL»S STIPEND 

lO.OOOj 


43700 REFF^SHMENTSAXJTREACH 



45110 DEPR - FURN & EQUIP 

HHHHBSSSSSSl 


45120 DEPR - BUILDING 

1.661.571 


48100 MISC RB. EXPENSES 

1,000,000 


49220 REP EXPENSES 

18,900 


49300 INTEREST EXPENSE 

227,000 


494W) RECRUfTMENTMDV 

4C6.252 


4^10 CRrorr REPORTS 



A9640 FHEC 

513.376 


49841 HMDA 

798,581 





49^ MISC ADMIN OTHER 

1,560,4451 




CONTRACTED SERVICES 


7,000 


52201 KSS MMNTENANCE 

2.127,431 


52201 ECXJIPREPAIR/MAINT 

375.284 





55700 INV/Gf^MK^ 

155.S00j 



HHBHBEIBQSSI 






4,188.845 


59220 SPECIAL TRAtNiNG 

155,00) 


^^TRAI^fi^tG 

459,383 


59240 TRAINING 

1,022.367 



_||_||||||_||_ 



350.500 



-165,240 


^820 KSS-RENTM. REIMS 

-260,000 



10.2^.459 







The Office of Tiie injector General biK^t s not included. 
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Grouoinas 


EMPLOYEE PAY 


2015 Office of the Board Budget 


ICost Element 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


Annual Budge 


11110 REGULAR SALARY 

1,880,745 


1 ,880,745 

12141 CIVIL SERVICE RETMT 

44,313 

12142 HEALTH BENEFITS 

109,291 

12143 LIFE INSURANCE 

3,521 

12144 OASDI/MEDICARE 

92,494 

12145 VISION AND DENTAL 

9,504 

12147 FERS RETIREMENT 

164,696 

12148 TSP 


12149 401 K CONT 

78,991 

12511 CASH AWARDS 

8,500 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL COSTS 


43000 SUPPLIES/MATERIALS 
43700 

REFRESHMENTS/OUTREACH 
49220 REP EXPENSES 


CONTRACTED SERVICES [59230 IWS TRAINING 

59240 NON-SUPER TRAINING 
59600 TEMPORARY LABOR 
59999 MISC CONT SVCS 


573,372 


7,650 


77,750 


78,000 


9,500 


21,700 


194,500 


31100 EMPLOYEE PHONE 

1,200 

33000 MISC RENTALS 

1,200 

34100 POSTAGE 

150 

■■■■■■■■■■ 



62,275 


2,500 


9,500 


1,500 


123,000 


136,500 


iimgi^]Qgg[i 
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2015 Office of the Executive Director Budget 


Annual Budge 


Cost Element 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


11110 REGULAR SALARY 

1,076,832 


1,076,832 

1 21 41 CIVIL SERVICE RETMT 

48,494 

12142 HEALTH BENEFITS 

46,916 

12143 LIFE INSURANCE 

1,510 

12144 OASDI/MEDICARE 

33,101 

12145 VISION AND DENTAL 

4,752 

12147 FERS RETIREMENT 

50,695 

12148 TSP 

19,203 

12149 401KCONT 

45,227 

12511 CASH AWARDS 

32,000 

12610 NEW HIRE RELOCATION 

15,000 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL COSTS 


31100 EMPLOYEE PHONE 
33000 MISC RENTALS 


43000 SUPPLIES/MATERIALS 
43200 SUBS/PUBS 
43700 REFRESHMENTS/OUTREACH 
49220 REP EXPENSES 
49999 MISC ADMIN OTHER 


CONTRACTED SERVICES 155900 CONSULTING 

59240 NON-SUPER TRAINING 
59250 SSP TRAINING 
59999 MISCCONTSVCS 


296,898 


2,000 


16,500 


16,500 


2,000 


3,000 


40,000 


500 


19,500 


20,000 


2,500 


3,000 


42,000 


1,000 


1,500 


50, 


200,000 


2,000 


73,000 


35,000 


310,000 


1,793,729 
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2015 Office of Continuitv and Security Manacjement Budaet 


Annual Budget 


Groupinqs |Cost Element 


EMPLOYEE PAY (11110 REGULAR SALARY 


EMPLOYEE BENEFITS 


1,098,141 


1,098,141 


12141 

CIVIL SERVICE RETMT 

12142 

HEALTH BENEFITS 

12143 

LIFE INSURANCE 

12144 

OASDI/MEDICARE 

12145 

VISION AND DENTAL 

12147 

FERS RETIREMENT 

12148 

TSP 

12149 

401KCONT 

12511 

CASH AWARDS 


TRAVEL EXPENSES 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL COSTS 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


133000 MISC RENTALS 


43000 SUPPLIES/MATERIALS 
43200 SUBS/PUBS 


52200 

KSS MAINTENANCE 

55900 

CONSULTING 

59220 

SPECIAL TRAINING 

59230 

M/S TRAINING 

59240 

NON-SUPER TRAINING 

59999 

MISC CONT SVCS 


31,800 


719,480 


50,000 


25,000 


7,000 


9,000 


394,212 


1,204,632 


2,750,006 
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2015 Office of Minority and Women Inclusion Budqet 
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2015 Office of the Chief Economist Budqet 



ICONTRACTED SERVICES |59240 NON-SUPER TRAINING 


229,817 

4,500 















































252 


201 5 Office of Consumer Protection Budoet 
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201 5 Office of National Examinations and Supervision Budget 


Annual Budge 


Cost Element 


Groupinqs 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


11110 REGULAR SAURY 

5,570,292 


5,570,292 

12141 CIVIL SERVICE RETMT 

11,487 

12142 HEALTH BENEFITS 

353,248 

12143 LIFE INSURANCE 

HHBSSB 

12144 OASDI/MEDIGARE 

12145 VISION AND DENTAL 

30,096 

12147 FERS RETIREMENT 

713,617 

12148 TSP 

249,389 

12149 401KCONT 

233,952 

12511 CASH AWARDS 

18,000 

12620 TRAVEL BONUS 

101,525 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL 


2,072,259 


47,460 


982,631 


517,120 


68,706 


97,725 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


31100 EMPLOYEE PHONE 
33000 MISC RENTALS 
34100 POSTAGE 


43000 SUPPLIES/MATERIALSI 
43200 SUBS/PUBS 


1,713,642 


4,500 


16,653 


380 


21,533 


15,050 


49220 REP EXPENSES 
49400 RECRUITMENT/ADV 


CONTRACTED SERVICES 1 59230 M/s training 

59240 NON-SUPER 

TRAINING 

59999 MISCCONTSVCS 


606,961 


676,561 


10,095,601 
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2015 Office of The Chief Information Officer Budqet 


Grouoinas 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


ICost Element 


11110 REGULAR SALARY 
111200 OVERTIME 


12142 HEALTH BENEFITS 


12143 LIFE INSURANCE 


12144 OASDI/MEDICARE 


12145 VISION AND DENTAL 


12147 FERS RETIREMENT 


12148 TSP 


12149 401KCONT 


12511 CASH AWARDS 


Annual Budge 


5,330,549 


20,600 


5,351,149 


329,596 


13,205 


337,592 


29,304 


703,632 


263,742 


223,883 


17,500 


1,918,454 


22000 POV 

7,400 

24000 PER DIEM/LODGING 

74,000 

26000 AIRFARES 

54,400 

28000 AUTO RENTALS 

5,225 

29000 OTHER TRAVEL COSTS 

12,400 


31500 TELEPHONE 
33000 MISC RENTALS 


43000 SUPPLIES/MATERIALS 
43200 SUBS/PUBS 


153,425 


2,421,592 


354,000 


2,775,592 


3,064,691 


44,000 


3,108,691 


52290 EQUIP REPAIR/MAINT 

220,000 

55100 COMPUTER EXP 

47,600 

55900 CONSULTING 

3,653,908 

59230 M/STRAINING 

18,000 

59240 NON-SUPER TRAINING 

115,000 

59999 MISCCONTSVCS 

6,253,564 


10,308,072 

23,615,383 
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2015 Office of Small Credit Union Initiative Budaet 


i MiS ! 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


ICost Element 


11110 REGULAR SALARY 
111200 OVERTIME 


12141 CIVIL SERVICE RETMT 


12142 HEALTH BENEFITS 


12143 LIFE INSURANCE 


12144 OASDI/MEDICARE 


12145 VISION AND DENTAL 


12147 FERS RETIREMENT 


12148 TSP 


12149 401KCONT 


12511 CASH AWARDS 


12620 TRAVEL BONUS 


Annual Budge 


3,892,183 


1,000 


3,893,183 


31,642 


245,333 


9,663 


231,260 


22 , 


454, 


159,332 


163,472 


13,000 


12,000 


1,341,979 


22000 POV 

48,814 

24000 PER DIEM/LODGING 

227,650 

26000 AIRFARES 

137,250 

28000 AUTO RENTALS 

11,400 

29000 OTHER TRAVEL COSTS 

49,250 


31100 EMPLOYEE PHONE 
32100 SPACE RENTAL 
33000 MISC RENTALS 
34100 POSTAGE 


41000 SHIPPING/DELIVERY 

42000 PRINTING 

43000 SUPPLIES/MATERIALS 

43200 SUBS/PUBS 

43700 REFRESHMENTS/OUTREACH 

49400 RECRUITMENT/ADV 


CONTRACTED SERVICES [55900 CONSULTING 

59230 M/STRAINING 
59240 NON-SUPER TRAINING 
59999 MISCCONTSVCS 


474,364 


10,200 


100 


24,500 


200 


35,000 


4,400 


3,250 


23,000 


7,400 


34,000 


3,000 


37,500 


105,500 


5,925,076 
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2015 Office of Examination and Insurance Budget 


[Annual Budget 


GrouDinas 

Cost Element 


EMPLOYEE PAY 

11110 REGULAR SALARY 

7,266,803 

11150 PART-TIME SALARY 

129,443 

11910 VACANCY DIFFERENTIAL 

-975,000 


6,421,245 

EMPLOYEE BENEFITS 

12141 CIVIL SERVICE RETMT 

83,026 

12142 HEALTH BENEFITS 

478,847 

12143 LIFE INSURANCE 

17,595 

12144 OASDI/MEDICARE 

409,899 

12145 VISION AND DENTAL 


12147 FERS RETIREMENT 

819,740 

12148 TSP 

297,514 

12149 401KCONT 

310,642 

12511 CASH AWARDS 

17,500 

12620 TRAVEL BONUS 

23,000 


2,496,571 

TRAVEL EXPENSES 

22000 POV 

32,928 

24000 PER DIEM/LODGING 

567,300 

26000 AIRFARES 

224,100 

28000 AUTO RENTALS 

16,325 

29000 OTHER TRAVEL COSTS 

14,400 


855,053 

RENT/COM/UTILITIES 

31100 EMPLOYEE PHONE 

12,600 

33000 MISC RENTALS 

4,500 


17,100 

ADMINISTRATIVE 

43000 SUPPLIES/MATERIALS 

10,500 

43200 SUBS/PUBS 

60,000 

43700 

REFRESHMENTS/OUTREACH 

2,500 

49840 FFIEC 

180,000 


253,000 

CONTRACTED SERVICES 

59230 M/STRAINING 

10,500 

59240 NON-SUPER TRAINING 

96,000 

59999 MISCCONTSVCS 

1,225,000 


1,331,500 


11, 374,469 1 
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2015 Office of Genera) Counsel Budqet 
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2015 Office of Human Resources Budaet 


Grnuninns ICost Element 


EMPLOYEE PAY imo REGULAR SALARY 

11200 OVERTIME 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


12141 CIVIL SERVICE RETMT 

12142 HEALTH BENEFITS 

12143 LIFE INSURANCE 

12144 OASDI/MEDICARE 

12145 VISION AND DENTAL 

12147 FERS RETIREMENT 

12148 TSP 

12149 401KCONT 

12511 CASH AWARDS 

12512 ON THE SPOT AWDS 

12513 AWARD CEREMONY 
12620 TRAVEL BONUS 

12631 WKRSCOMP 

12632 UNEMPCOMP 
12950 HEALTH MAINT 
12980 OTHER PERS SVCS 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL COSTS 


31100 EMPLOYEE PHONE 
31500 TELEPHONE 
33000 MISC RENTALS 
34100 POSTAGE 


42000 PRINTING 

43000 SUPPLIES/MATERIALS 

43200 SUBS/PUBS 

43700 REFRESHMENTS/OUTREACH 

49400 RECRUITMENT/ADV 

49840 FFIEC 

49999 MISC ADMIN OTHER 


Annua! Budge 


5,508,329 


5,000 


5,513,329 


64,973 


379,556 


12,666 


322,537 


32,472 


604,580 


216,032 


231,350 


19,500 


200,500 


15,000 


22,500 


225,000 


72,525 


3,000 


2,457,191 


23,016 


2,237,361 


157,250 


39,600 


38,350 


2,495,577 


1,150 


1,700 


243,200 


300 


246,350 


1,000 


40,750 


18,525 


226,400 


229,332 


339,376 


47,655 


903,038 


55700 INV/GRIEVANCES 

25,000 

55900 CONSULTING 

2,265,307 

58000 ACCTG/PAYROLUHR 

220,000 

59230 M/STRAINING 

210,500 

58240 NON-SUPER TRAINING 

WKtS^lB 

59999 MISC CONT SVCS 

HHSillS 


3,000,345 


14,615,830 
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2015 Office of Public and Congressional Affairs Budget 
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ImsBisi 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


2015 Region 1 Budget 


[Cost Element 


11110 REGULAR SALARY 
11150 PART-TIME SALARY 
11200 OVERTIME 


12141 CIVIL SERVICE RETMT 


12142 HEALTH BENEFITS 


12143 LIFE INSURANCE 


12144 OASDI/MEDICARE 


12145 VISION AND DENTAL 


12147 FERS RETIREMENT 


12148 TSP 


12149 401KCONT 


12511 CASH AWARDS 


12620 TRAVEL BONUS 


12950 HEALTH MAINT 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL COSTS 


31100 EMPLOYEE PHONE 
31500 TELEPHONE 
32100 SPACE RENTAL 
33000 MISC RENTALS 
34100 POSTAGE 


41000 

SHIPPING/DELIVERY 

42000 

PRINTING 

43000 

SUPPLIES/MATERIALS 

43200 

SUBS/PUBS 

43700 

REFRESHMENTS/OUTREACH 

49220 

REP EXPENSES 

49400 

RECRUITMENT/ADV 

49610 

CREDIT REPORTS 

49999 

MISC ADMIN OTHER 


CONTRACTED SERVICES 52290 equip REPAIR/MAINT 

55900 CONSULTING 
59230 M/STRAINING 
59240 NON-SUPER TRAINING 
59999 MISCCONTSVCS 


Annual Budget 


17,692,478 


159,903 


12,000 


17,864,381 


79,929 


1,410,587 


44,026 


1,211,364 


135,432 


2,205,790 


777,510 


749,800 


84,500 


101,900 


4,000 


6,804,839 


946,951 


1,885,719 


660,219 


90,696 


201,008 


3,784,593 


12,830 


19,000 


196,186 


58,905 


3,946 


290,867 


8,300 


2,375 


92,900 


3,751 


28,5 


17,000 


485 


2,000 


155,627 


7,215 


22,750 


21,491 


49,412 


17,700 


118,568 


29,018,875 
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Groupings 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


2015 Reaion 2 Budget 


I Cost Element 


into REGULAR SAURY 


11200 OVERTIME 


12141 

CIVIL SERVICE RETMT 

12142 

HEALTH BENEFITS 

12143 

LIFE INSURANCE 

12144 

OASDI/MEDICARE 

12145 

VISION AND DENTAL 

12147 

FERS RETIREMENT 

12148 

TSP 

12149 

401KCONT 

12511 

CASH AWARDS 

12620 

TRAVEL BONUS 

12950 

HEALTH MAINT 


31100 EMPLOYEE PHONE 
31500 TELEPHONE 
32100 SPACE RENTAL 
33000 MISC RENTALS 
34100 POSTAGE 


Annual Budget 


18,886.084 


8,000 


18,894,084 


72,816 


1,638,925 


44,632 


1,295,045 


138,600 


2,355,653 


847,232 


86,500 


115,000 


3,500 


7,391,118 


22000 POV 

922,270 

24000 PER DIEM/LODGING 

1,684,779 

26000 AIRFARES 

351,088 

28000 AUTO RENTALS 

36,972 

29000 OTHER TRAVEL COSTS 

218,324 


3,213,433 


9,760 


21,600 


497,672 


29,150 


1,708 


559,890 


41000 SHIPPING/DELIVERY 

8,000 

43000 SUPPLIES/MATERIALS 

133,700 

43200 SUBS/PUBS 

6.687 

43700 REFRESHMENTS/OUTREACH 

26,645 

49220 REP EXPENSES 

300 

49400 RECRUITMENT/ADV 

5,750 

49610 CREDIT REPORTS 

1,000 

49999 MISC ADMIN OTHER 

2,800 


184,882 

52290 EQUIP REPAIR/MAINT 

2,000 

55900 CONSULTING 

75,000 

59230 M/STRAINING 

41,114 

59240 NON-SUPER TRAINING 

70,338 

59999 MISCCONTSVCS 

6,162 


QSSIQQI 


30,438,021 























































































Groupings 

EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


[ADMINISTRATIVE 


CONTRACTED SERVICES 
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201 5 Region 3 Budget 



Annual Budget 

Cost Eletnem 


11110 REGULAR SALARY 

17,840,004 


17,840,004 

12141 CIVIL SERVICE RETMT 

34,133 

12142 HEALTH BENEFITS 

1,641,200 

12143 LIFE INSURANCE 

42,395 

12144 OASDI/MEDICARE 

1,257,020 

12145 VISION AND DENTAL 

136,224 

12147 FERS RETIREMENT 

2,290,515 

12148 TSP 

823,371 

12149 401KCONT 

749,280 

12511 CASH AWARDS 

85,000 

12620 TRAVEL BONUS 

216,050 


7,275,188 

22000 POV 

1,056,680 

24000 PER DIEMA,ODGING 

2,419,320 

26000 AIRFARES 

772,805 

28000 AUTO RENTALS 

102,260 

29000 OTHER TRAVEL COSTS 

152,470 



31100 EMPLOYEE PHONE 

12,000 

31500 TELEPHONE 

12,815 

32100 SPACE RENTAL 

312,900 

33000 MISC RENTALS 

31,000 

34100 POSTAGE 

1,725 



41000 SHIPPING/DELIVERY 

16,200 

43000 SUPPLIES/MATERIALS 

101,025 

43200 SUBS/PUBS 

500 

43700 REFRESHMENTS/OUTREACH 

26,380 

49220 REP EXPENSES 

300 

49400 RECRUITMENT/ADV 

18,000 

49610 CREDIT REPORTS 

500 

49999 MISC ADMIN OTHER 




52110 SPACE REPAIRS/ALT 

1,000 

52290 EQUIP REPAIR/MAINT 

10,448 

55900 CONSULTING 

HHEBBII 

59230 M/STRAINING 


59240 NON-SUPER TRAINING 

62,000) 


■HESO 

1 

30,365,620) 
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GrouDinqs 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


I Cost Element 


lltIO REGULAR SALARY 
11150 PART-TIME SAURY 
11200 OVERTIME 


12141 CIVIL SERVICE RETMT 


12142 HEALTH BENEFITS 


12143 LIFE INSURANCE 


12144 OASDI/MEDICARE 


12145 VISION AND DENTAL 


12147 FERS RETIREMENT 


12148 TSP 


12149 401KCONT 


12511 CASH AWARDS 


12620 TRAVEL BONUS 


12950 HEALTH MAINT 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL COSTS 


ADMINISTRATIVE 


Annual Budget 


18,039,945 


18,117,001 


63,301 


1,673,250 


42,176 


1,249,163 


, 140,184 


2,271,219 


808,675 


760,641 


87.500 


265,210 


2,500 


7,363,818 


999,186 


2,916,009 


871.746 


268,468 


196,944 


5^52,353 


31100 EMPLOYEE PHONE 

12,000 

31500 TELEPHONE 

14,400 

32100 SPACE RENTAL 

108,850 

33000 MISC RENTALS 

34,028 

34100 POSTAGE 

2,243 


SHIPPING/DELIVERY 


PRINTING 


SUPPLIES/MATERIALS 


SUBS/PUBS 


REFRESHMENTS/OUTREACH 


REP EXPENSES 


RECRUITMENT/ADV 


CREDIT REPORTS 


MISC ADMIN OTHER 


CONTRACTED SERVICES 152290 EQUIP REPAIR/MAINT 
59230 M/S TRAINING 
59240 NON-SUPER TRAINING 
59999 MISCCONTSVCS 


180,378 


7,121 


28,678 


164,197 


31,249,269 
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Groupings 


EMPLOYEE PAY 


EMPLOYEE BENEFITS 


TRAVEL EXPENSES 


RENT/COM/UTILITIES 


ADMINISTRATIVE 


[Cost Element 


11110 REGULAR SALARY 
11200 OVERTIME 
11950 OUTOFUSADIFF 


12141 CIVIL SERVICE RETMT 


12142 HEALTH BENEFITS 


12143 LIFE INSURANCE 


12144 OASDIAIEDICARE 


12145 VISION AND DENTAL 


12147 FERS RETIREMENT 


12148 TSP 


12149 401KCONT 


12511 CASH AWARDS 


12620 TRAVEL BONUS 


12950 HEALTH MAINT 


22000 POV 

24000 PER DIEM/LODGING 
26000 AIRFARES 
28000 AUTO RENTALS 
29000 OTHER TRAVEL COSTS 


Annual Budget! 


18,525,376 


18,671,780 


34,432 


1,508,051 


41,278 


1,262,820 


135,940 


2,380,420 


835,252 


778,546 


84,000 


227,000 


4,000 


7,291,739 


625,687 


2,836,984 


1,167,974 


256,910 


279,136 


5,166,690 


31100 EMPLOYEE PHONE 

10,860 

31500 TELEPHONE 

8,300 

32100 SPACE RENTAL 

365,000 

33000 MISC RENTALS 

57,300 

34100 POSTAGE 

2,755 


SHIPPINGmELIVERY 


PRINTING 


SUPPLIES/MATERIALS 


SUBS/PUBS 


REFRESHMENTS/OUTREACH 


REP EXPENSES 


RECRUITMENT/ADV 


CREDIT REPORTS 


MISC ADMIN OTHER 


444,215 


8,000 


500 


96,000 


3,000 


47,000 


300 


37,725 


700 


3,610 


196,835 


52110 SPACE REPAIRS/ALT 

3,500 

52290 EQUIP REPAIR/MAINT 

15,000 

59230 M/STRAINING 

21,000 

59240 NON-SUPER TRAINING 

60,000 

59999 MISCCONTSVCS 

12,200 


111,700 


31,882,959 
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2015 Asset Management and Assistance Center 
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Executive Summary 


1. Executive Summary 


1.1. Purpose of Analysis 

PricewaterhouseCoopers LLP (’PwC", "us” or "we") has been engaged by the National Credit Union 
Administration ("NCUA”) to evaluate the Overhead Transfer Rate ("OTR") administered between the 
National Credit Unit Administration Operating Fund ("NCUAOF") and the National Credit Union Share 
Insurance Fund ("NCUSIF"). The OTR is one of two sources of funding for NCUA’s operating budget 
and is intended to transfer "insurance-related" expenses of NCUAOF to NCUSIF.’ 

This study and its conclusions are limited to the evaluation of the reasonableness and soundness of 
the methodology adopted by NCUA in the calculation and administration of the OTR given NCUA's 
dual role as regulator and insurer. This study does not express an opinion related to any issues that 
may be perceived with regards to NCUA's dual role as regulator and insurer, oversight or lack thereof 
of NCUA's budget or an interpretation of Congressional intent behind Title II of the Federal Credit 
Union Act of 1970 which established NCUSIF. 

1.2. Overview of Analysis 

To complete this study PwC undertook the following steps; 

1) Conducted interviews with and requested key information from NCUA personnel deemed to 
be relevant for purposes of developing a comprehensive understanding of the methodology 
currently employed by NCUA in the calculation of the OTR (the "OTR Methodology”) including 
details and assumptions underlying various steps; 

2) Identified and conducted interviews with "key stakeholders" in the U.S. credit union system 
that included credit unions and trade associations for federal and state chartered credit unions 
as well as that for the state regulatory authorities; 

3) Identified the stakeholders' views on attributes that a sound OTR Methodology should 
possess as well as the concerns and issues with regards to the current OTR Methodology as 

. perceived by the stakeholders; 

4) Developed a set of criteria to evaluate the current OTR Methodology based on the concerns 
and issues identified by the key stakeholders; and, 

5) Evaluated NCUA's current OTR Methodology against the set of criteria so as to am've at a 
conclusion of the soundness and reasonableness of the current OTR Methodology and 
develop recommendations and suggestions for improvement. 

1.3. Scope .of Opinion ■ . 

The services were performed, and this study prepared, at the direction of and in accordance with 
Instnjctions provided by NCUA, exclusively for the sole benefit of and use by NCUA. The services 
and study are not intended for, nor may they be relied upon by any other party. This study and its 
contents may not be distributed to, discussed with, or otherwise disclosed to any third party without 
PwC's prior written consent. This study is not to be referred to or quoted, in whole or in part, in any 


’ The other source being the operating fees collected from federally chartered credit unions. 
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Executive Summary 


offering memorandum, prospectus, registration statement, public filing, loan or other agreement or 
document without our express written approval, which may require that we perform additional work. 

PwC accepts no duty, obligation, liability or responsibility to any party, other than NCUA, with respect 
to the services and/or this study. PwC makes no representation regarding the sufficiency of the 
services for any purpose. 

The underlying prospective financial information referred to in this study, uniess otherwise referenced, 
was prepared and developed by NCUA management. PwC did not prepare any prospective financial 
information nor develop any assumptions therein. It is NCUA’s responsibility to consider our 
comments and make its own decisions based on the information available to it. Because events and 
circumstances frequently do not occur as expected, there will usually be differences between 
predicted and actual results, and those differences may be material. We take no responsibility for the 
achievement of predicted results. 


1 A. Summary of Conciusions 

As part of the analysis conducted for this study, PwC performed interviews with personnel from NCUA 
and other stakeholders in the U.S. credit union system, including, but not limited to; 

■ Personnel from the NCUA Office of Examination & Insurance who are associated with and 
have knowledge of the design and implementation of the OTR Methodology. 

■ A Senior Principal Examiner who also has experience with the Examination Time Survey used 
as a key input to the OTR Methodology. A Principal Examiner is generally an experienced 
examiner who has been involved in examination reviews and field examinations for federally 
insured credit unions. 

• Identified stakeholders in the aedit union system (referred to as the "key stakeholders" in this 
study) that include industry groups such as the Credit Union National Association ("CUNA"), 
the National Association of Federal Credit Unions ("NAFCU"), and the National Association of 
State Credit Union Supervisors ("NASCUS"). Both CUNA and NAFCU are trade associations 
that service the needs and operations of credit unions. CUNA is associated with both federal 
and state credit unions, and NAFCU is associated with federal credit unions only. The third 
industry group, NASCUS, is an association for the state supervisors who oversee the 
operation of the state chartered credit unions. PwC also interviewed management personnel 
from the third largest federally insured credit union, the Boeing Employees Credit Union 
("BECU"), which is a state chartered credit union. 

In conjunction with the interviews, PwC obtained and studied the followring documents that were made 
available to it by one or more of the parties mentioned above or located in the public domain to 
develop a comprehensive understanding of the history, constituent steps, assumptions and data 
sources associated with the cument OTR Methodology; 

■ 2008 and 2009 Overhead Transfer Rate Board Action Memorandum; The Office of 
Examination and Insurance at NCUA presents the 2009 and 2010 recommended OTR to the 
NCUA Board for approval in the 2008 and 2009 OTR Board Action Memorandum, 
respectively; 

■ 2003 Overhead Transfer Rate Task Force Proposal; This is the proposal submitted by a five 
member NCUA Task Force that was formed in 2003 to review the OTR Methodology; 

• 2001 Overhead Transfer Rate Review Report prepared by Deloitte & Touche; 

■ 2001 paper on OTR titled "Caught in a Regulatory Vise: The Peculiar Problem Faced by 
Federally Insured State-Chartered Credit Unions” by Lawrence White, received from BECU; 

■ 2001 white paper received from NASCUS titled "Restructuring the NCUA"; 

■ Government Accountability Office ("GAO") 2003 report on credit unions; 

■ 2007 NCUA Annual Report; 

■ NCUA organizational charts; 


Overhead Transfer Rate Review 
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■ 2007 revised Federal Credit Union Act; 

■ Data on the credit union system from the 2010 Statistical Abstract, U.S. Census Bureau. 

Based on the Interviews and the aforementioned material, PwC identified the following criteria for 
purposes of evaluating the current OTR Methodology and recommending possible refinements for 
NCUA's consideration: 

1) Transparency - The OTR Methodology and its underlying steps, assumptions and data 
sources should be communicated clearly and regularly to stakeholders in the credit union 
system so as to develop broad and consistent understanding among stakeholders. Of 
fundamental importance to the computation of the OTR is the distinction between activities 
and associated expenses deemed to be in keeping with NCUA's role in managing the 
NCUSIF (i.e., expenses that can be characterized as being "insurance-related" and thus 
included in the OTR) and others classified as those in keeping with NCUA's role as regulator 
(and thus excluded from the OTR). Given this, the OTR Methodology should be based on a 
classification that represents a consensus (among NCUA and other stakeholders in the credit 
union system) with regards to the classification of such activities. 

2) Accuracy - Subject to the classification of activities as insurance and regulatory-related, the 
calculation of the OTR should be predicated on a methodology that is able to measure and 
track the expenses associated with such activities accurately and consistently across different 
parts of the organization and over time. 

3) Equity - The calculation and administration of the OTR should not, ex-ante and for reasons 
beyond the control of the credit unions, favour or disadvantage one type of credit unions (i.e. 
federal versus state chartered) over another. 

4) Reasonable administrative burden - The OTR Methodology needs to be such as to balance 
the objectives of criterion 1 through 3 while keeping costs of implementation manageable. 

The findings and conclusions of this study, which are based on an analysis of available facts and 
circumstances, are presented below. 

1.4.1. Transparency 

Based on PwC's review, the OTR Methodology was considered lacking in terms of the extent to which 
the classification of NCUA's activities between insurance and regulatory (upon which the methodology 
is fundamentally dependent) represents a consensual view on such classifications in the industry. 
Further, there was -found to be dissatisfaction within the industry with respect to NCUA's efforts to 
communicate and explain the OTR Methodology in adequate detail. 

It is recommended that NCUA should consider providing more visibility on how it characterizes its 
activities to the different industry groups and credit unions and possibly solicit their feedback with 
regards to the reasonableness and accuracy of the classification. NCUA should also consider steps 
aimed at making the methodology itself more transparent, along with all of the assumptions and steps 
that are utilized. Possible ways of achieving this include more frequent interactions with the 
stakeholders through different channels (e.g. meeting, publications, etc.). 

1.4.2. Accuracy 

PwC analyzed the following five elements from the perspective of their ability to accurately and 
consistently "measure" the expenses associated with the management of NCUSIF and incumed on 
behalf of ail federally4nsured credit unions: 

1 .4.2,1 Implementation of Examination Time Survey - Education and Training of Examiners 

Based on PwC's review, the cument definition of insurance and regulatory activities is appropriately 
communicated to the examiners through well-structured tools and training modules. The process 
provides enough resources for examiners to learn how to fill the Examination Time Survey property. 


PwC 

5 


OverteadTiansfarRata Review 
F« Nafonal Credi Union AdmWstration, 



272 


Executive Summary 


1.4.2 2. Examinatiori Time Survey Reliability 

Based on PwC's review, the statistical methodology used by NCUA to estimate the non-insurance 
percentage of workload hours for each program in order to determine the OTR can be considered 
reasonable. While the sampling methodology obtains representation across regions. Supervisory 
Examiner Groups, Principal Examiners, work hours and federal credit unions It can be improved with 
respect to the representativeness of the distribution of credit unions by asset size in the sample 
relative to the population. 

In order to obtain a more representative sample, it is recommended that some consideratfon of 
sample allocation by asset size and CAMEL rating should be taken into account as there appears to 
be some correlation between these characteristics and the percent of "insurance-related" work hours.^ 
Additionally, it is recommended that NCUA use sample sizes that are consistent with the calculated 
sample sizes for the two main types of activities (i.e. programs) under survey, and specifically, that 
NCUA consider increasing the sample sizes for the Federal Supervision (Code 22) Program. 

1. 4.2.3. Other Allocation Factors 

Based on PwC's review, the allocation factors used to determine the insurance/regulatoiy percentage 
of costs for certain NCUA cost centers (i.e., the Division of Insurance and NCUA's central offices 
which are referred to as “Other NCUA Cost Centers" and these allocation factors are referred to as 
"Other Allocation Factors") were found to be based on methods that are less objective and verifiable 
as compared to the Examination Time Survey results used to determine the equivalent split for 
examiner costs. Given that costs for Other NCUA Cost Centers constitute a significant portion of 
NCUA's overall budget the final OTR as determined based on these Other Allocation Factors as an 
input can potentially be "distorted". 

It is recommended that NCUA consider adopting a more formal and documented process for 
detemrining the Other Allocation Factors that are based on a standard and consistent criteria. 

1.4.2.4. Imputed State Supervisory Authority Value Calculation 

Based on PwC's review, the exclusion of an estimate of "overhead-type costs" that State Supervisory 
Authorities ("SSAs") incur in their performance of "insurance-related" activities can lead to a potential 
underestimation of the Imputed SSA Value relative to the actual "insurance-related" costs incurred by 
the SSAs and borne by Federally Insured State Credit Unions ("FISCUs") through the operating fees 
paid by them. Application of the overall percent of "insurance-related" hours based on the 
Examination Time Survey implemented for Federal Credit Unions ("FCUs") to the total examination 
hours imputed for FISCUs in order to calculate an estimate of the total "insurance-related" hours for 
FISCUs was found to be reasonable given that the distributions of FCUs and FISCUs across asset 
sizes and CAMEL ratings is not dissimilar. 

It is recommended that the Imputed SSA Value should reflect an estimate of the "insurance-related" 
costs incurred by SSAs and borne by the FISCUs through the operating fees paid by them. An 
estimate of SSA overhead-type costs should be incorporated in the cunent calculation of the Imputed 
SSA Value. The estimate of SSA ovemead-type costs could be estimated as a percentage of the 
cunent Imputed SSA Value based on a corresponding figure for NCUA. 

1.4. 2. 5. Insured Asset Shares 

Based on PwC's review, the use of the share of insured assets as the basis to allocate the insurance 
costs between FCUs and FISCUs was found to be reasonable and appropriate. 


The CAMEL rating system, which refers to the adequacy of Capital, the quality of Assets, the capability of 
Management the quality and level of Earnings, and the adequacy of Liquidity, is used for purposes of assessing 
the riskiness of credit unions and classifying credit unions based on that measurement. 

Owrttead Transfer Rate Revm 

For National CrecBt Union AtkTunistralion. 6 
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1.4.3. Equity 

Based on PwC's review, there was no reasonable basis to conclude that the OTR methodology ex- 
ante and for reasons beyond the control of credit unions, favours or disadvantages any one type of 
credit unions (i.e. federal versus state chartered) over another. 

1.4.4, Reasonable Administrative Burden 

Based on PwC's review, even though the calculation methodology is a multt-layered complex 
algorithm, the costs and burdens of implementation were not viewed by management as significant 
impediments. 


1.5. Organization of Study 

This rest of the study is organized as follows: 

• Section 2 - 'Backgrountr: This section contains an overview of background information on 
which the study is based, including an overview of NCUA financing stnjcture and the OTR. 

• Section 3 - "Ovenriew of Existing OTR Computation and Administration": This section contains 
an ovenriew of the current OTR Methodology, with a discussion of the underlying steps, 
assumptions and data sources. 

• Section 4 - "Methodology": This section contains a description of the methodology that PwC 
adopted for purposes of this study. 

• Section 5 - "Economic Analysis": This section contains PwC's review of NCUA's existing OTR 
Methodology based on the identified evaluation criteria. 

• Section 6 - "Conclusions': This section contains our conclusions. 
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Background 


2. Background 


2.1. NCUA 


NCUA is an independent federal agency that charters and supervises credit unions throughout the 
United States and its territories. In accordance with the Federal Credit Union Act introduced in 1934 
by the Congress, NCUA aims to serve, protect and promote a safe, stable national system of 
cooperative financial institutions that encourage thrift and offer a source of credit for their members. 
NCUA also administers NCUSIF, which was created in 1970, under Section 1783 of the Federal 
Credit Union Act, as an insurance fund to provide insurance protection to all the account holders in all 
federally insured credit union. 

Consequently, NCUA performs a dual role - it is the charterer and primary regulator of credits unions 
(specifically the federally chartered credit unions) and has broad safety-and-soundness regulatory 
powers for all credit unions (including the state chartered credit unions) whose deposits/credit shares 
are insured by NCUSIF. This dual role as a regulator and an insurer puts NCUA in a unique position 
that is unlike any other federal or state agency in the United States. 


2.2. Credit Union System 


A credit union is a cooperative financial institution that is owned and controlled by Its members and 
operated for the purpose of promoting thrift, providing credit at reasonable rates, and providing other 
financial services to its members. In the United States^ credit unions can be chartered by either the 
federal government through NCUA (i.e. the federal credit unions), or by the state governments through 
the SSAs (I.e. the state chartered credit unions). This system of having both federal and state 
chartered credit unions is called “dual chartering". Financial Institutions in the United States have a 
long history of dual chartering; the three major categories of depository institutions, commercial banks, 
savings banks and credit unions, have federal and state chartering agencies. Dual chartering for 
commercial banks began in 1863; it was extended to savings and loan institutions in 1933, and with 
the announcement of the Federal Credit Union Act in 1934, dual chartering was extended to the credit 
union system. 

The dual chartering system is viewed by many as a system of implicit competition between the two 
types of charters, with the states and federal regulatory bodies offering charters with different 
attributes and incentives. This is viewed as ensuring that the credit union industry is diverse and 
constantly evolving as competition for membership between the regulatory authorities promotes 
innovation. It also provides regulators incentive to increase efficiency and reduce their costs. 

Over the last two decades, the number of aedit unions, both federal and state chartered, has gone 
down, federal credit unions experiencing a larger decline in numbers than the state chartered credit 
unions. However, the proportion of federal credit unions in the system has been relatively stable 
across these years. Federal credit unions have accounted for about 62 percent of all credit unions 
while state chartered credit unions accounted for the remaining 38 percent over the 1990 - 2008 
period. Figure 1 below illustrates the trend in the absolute number of credit unions, federal and state 
chartered, over the last two decades. 
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Figure 1: Number of federal and state chartered credit unions 



Source: PwC analysis based on Ihe 2Q10 Statistical Abstract. U.S. Census Bureau 

During the same time period, the number of members enlisted under both federal and state chartered 
credit unions has increased steadily, with the increase in membership for state chartered credit unions 
outpacing the increase in federal credit unions. The state chartered credit unions share of membership 
has also increased during this time period from about 35 percent in 1990 to 45 percent in 2008, 
whereas that of the federally chartered credit unions has gone down from 65 percent in 1990 to 55 
percent in 2008. Figure 2 below illustrates the trend in membership for federal and state chartered 
credit unions over the last two decades. 


Figure 2: Federal and state chartered credit unions by membership (in thousands) 



Source; PwC analysis based on the 2010 Statistical Abstract. U.S. Census Bureau 

The total assets under management in both federal and state chartered credit unions have also 
increased over this period, with the increase in total assets for state chartered credit unions being 
slightly higher than that of the federal credit unions. The state chartered credit unions share of total 
assets increased during this time period from about 34 percent in 1990 to 45 percent in 2008, whereas 
that of the federally chartered ones has gone down from 66 percent in 1990 to 55 percent in 2008. 
Figure 3 below illustrates the trend in total assets under management at federal and state chartered 
credit unions, over the last two decades. 
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Figure 3: Federal and state chartered credit unions by total assets (in USD millions) 



Source; PwC analysis based on the 2010 Statistical Abstract. U.S. Census Bureau 

Similar to other sectors in the economy, the recent economic downturn over the last couple of years 
has adversely affected the credit union system. The biggest impact of the recession has been the 
losses that the credit unions have incurred from home mortgage delinquencies. The number of credit 
union closures has also increased, which has elevated the need for increased safety-and-soundness 
reviews from the regulatory agencies. As an insurer of federal insured credit unions, NCUSIF is 
obligated if a federal insured credit union fails to perform. Therefore, industry risks associated with the 
credit union business also affect NCUSIF. The federal insured credit unions with questionable 
business practices req^ulre NCUSIF to book a reserve for the identified and anticipated losses from 
credit unions' failures.^ NCUSIF recorded a $758.7 million resen/e for losses as of December 31, 
2009 and $278.3 million as of December 31, 2008.'' 

2 . 3 . NCUA Financing Structure . . 

Under the Federal Credit Union Act of 1934, NCUAOF was created as a revolving fund in the United 
States Treasury under the management of the NCUA Board. This fund was intended to assist NCUA 
in providing administration and service to the federal credit union system and coordinating required 
supervisory involvement with the state charting authority for state-chartered credit unions insured by 
NCUSlF. With the backing of the full faith and credit of the U.S. government. NCUA administers the 
NCUSIF, which insures the savings of more than 90 million account holders in all federal credit unions 
and the substantial majority of state-charted credit unions. 

NCUAOF is financed through two sources. First, all FCUs are assessed an annual fee that is based 
on the credit union's asset size as of December 31 of the prior year. This fee is designed to cover the 
costs of providing administration and services, as well as regulatory examinations to the federal credit 
union system. In addition, the Federal Credit Union Act authorizes NCUA to expend funds from the 
NCUSIF for administrative and other expenses related to the insurance activities performed for all 
federally insured credit unions, including the FCUs and FISCUs, These funds are transferred through 
the OTR and accounts for a substantial portion of funding for NCUAOF. 

To implement the OTR, NCUA needs to allocate the operating costs between insurance (safety-and- 
soundness) and non-insurance (regulatory/compliance/legal issues) related activities that its staff 
performs. The NCUA Board reviews this OTR fee structure annually and, in order to meet the 
requirements of stakeholders, NCUA must evaluate the components and calculation methodology 
used to determine the OTR to provide greater equity and accuracy in allocating the NCUAOF 


^ Credit unions experiencing financial difficulty are identified through the NCUA supervision and examination 
process. NCUSIF then determines the estimated losses from such credit unions. 

'' NCUSIF Financial Statements for the year ended December 31 , 2009. 
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overhead costs in accordance with the Federal Credit Union Act. Figure 4 below illustrates the 
financing sources of NCUSIF and NCUAOF. 


Figure 4: NCUA financing sources 



2.3'. 1. Overhead Transfer Rate 

NCUA is both, a regulator and an .insurer. Shortly after the creation of NCUSIF, GAO, in 1972, 
identified the need to allocate costs between these two roles. Section 1783 of the Federal Credit 
Union Act depicts the following: 

“1783(3) There is hereby created in the Treasury of the United States a National Credit Union 
Share Insurance Fund which shall be used by the Board as a revolving fund for carrying out 
the purposes of this title. Money in the fund shall be available upon requisition by the Board, 
without fiscal year limitation, for making payments of Insurance under section 207 of this title, 

, for providing assistance and making expenditures under section 208 of this title in connection 
with the liquidation or threatened liquidation of insured credit unions, and for such 
administrative and other expenses incurred in carrvinp out the purposes of this title as it may 
determine to be proper . " - Title II 

For this purpose, the Federal Credit Union Act authorizes NCUA to expend funds from NCUSIF for 
administrative and other expenses related to the insurance activities. This overhead transfer from 
NCUSIF for insurance services provides a substantial portion of funding for NCUAOF. 

2.3.2 NCUA Insurance and Regulatory Activities 

While NCUA's role as a regulator is limited to FCUs, its role as an Insurer encompasses FCUs as well 
as FISCUs. NCUA performs its insurance and regulatory functions mainly through examination 
reviews of federally insured credit unions. With respect to FCUs, NCUA views these examination 
reviews serving the dual purpose of ensuring regulatory compliance as is consistent with its regulatory 
role as well as performing ”safety-and-soundness” assessments of these credit unions in keeping with 
its role as the insurer. The examination reviews of FISCUs, which are conducted by NCUA in 
collaboration with the relevant SSAs, are limited purely to "safety-and-soundness" issues given that 
NCUA does not have regulatory purview over these credit unions. Thus, collectively through the 
examination reviews, NCUA assesses if a particular credit union is compliant with rules and 
regulations that apply to federally chartered credit unions and if the credit union poses risks to the 
NCUSIF. 

In the course of their examination reviews, NCUA examiners focus on the following seven "risk areas": 

• Credit Risk - the risk of non-repayment of loans and investments undertaken by the credit 
union: 
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■ Interest Rate Risk - the risk that the credit union fails to adequately manage changes in 
market interest rates to maintain an appropriate net interest margin; 

• Liquidity Risk - the risk that the credit union will not be able to liquidate assets quickly and 
with minimal loss in value; 

• T ransaction Risk - the risk that fraud or enors will cause a loss to the credit union; 

• Compliance Risk - the risk that the credit union will fail to comply with laws and regulations, 
prudent ethical standards, and contractual obligations; 

• Strategic Risk - the risk that poor business decisions or Improper implementation of strategic 
goals will reduce the credrt union's earnings and net worth; and 

• Reputation Risk - the risk that the credit union’s public image will be tarnished due to 
improprer actions on the part of officials, management, or staff. 

The NCUA examiners as well as the state examiners employ a common automated platform - AIRES 
which stands for Automated Integrated Regulatory Examination Software - to collect, analyze and 
report information as part of their examination of credit unions. The insurance functions completed for 
both FCUs and FISCUs are similar in nature and are based on assessment of risk to NCUSIF, which 
entails evaluating the seven risk factors mentioned above. 

2.3.3. OTR History 

In 1972 GAO recommended that 'insurance-related* and regulatory related crests be allocated 
between NCUA and NCUSIF. In the following years until 1980, various cost allocation methodologies 
were implemented by NCUA, including direct charges to NCUSIF for insurance expenses (e.g. cost of 
closing institutions, liquidation and merger costs, etc.), and time spent by examiners on supervising 
(as opposed to examining) institutions. Over the 1981 to 1984 period, the OTR ranged between 30 
and 34 percent 

From 1985 through 1994, NCUA'S Office of Examination and Insurance (’E&l") conducted annual 
studies to determine an appropriate factor for allocating NCUA's total operating expenses between the 
"insurance-related” and regulatory related activities. E&l designed examiner survey forms to 
determine the percent of time devoted to regulatory-related and 'insurance-related' Issubs. During 
this period, E&l used the following process to gather empirical data; 

• E&l had all NCUA examiners compiete survey forms for each federal credit union examination 
completed during a certain time period; 

• The survey forms captured the examiners’ estimates of the hours spent on completing various 
examination scope components; and 

• The examiners submitted the survey forms, and E&l compiled the data and developed a 
recommendation to the NCUA Board. 

During this ten year period, the survey results on the percent of Insurance-related hours varied 
between 50.1 percent and 60.4 percent; however, the OTR was maintained at 50 percent. From 1994 
to 2000, based on E&l recommendations, the OTR was kept at 50 percent by NCUA. In 2000, the 
scope and methodology of the examiner survey was revised to include principal examiners, regional 
staff, and central office staff. The surveys resulted in "insurance-related” percentages for each group 
which resulted in a weighted average OTR of 66.72 percent. 

Following the increase in OTR from 50 percent to 66.72 percent, in 2001, Deloitte and Touche was 
engaged to complete a study on the cost allocation process. The study included recommendations for 
improvement that were implemented beginning in 2002. These recommendations included improving 
communication of the survey process and results, improving the survey process by automating and 
varying the frequency/timing, and updating the survey definitions and purpose. 

In 2002, the OTR was set at 62 percent. E&l implemented Deloitte and Touche’s recommendations to 
automate the survey collection process, enhance guidance and training for examiners, collect surveys 
on an ongoing basis (beginning in June 2002), and establish a help-line and public foiders to better 
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communicate issues. Automated survey collection began in June 2002. At year end, examiners had 
uploaded 167 surveys. 

In November 2003, the NCUA Board used a refined method to calculate and assess the OTR, The 
new method is more comprehensive, with the foimula expanded to take additional factors into 
account. The calculation methodology approved in 2003 has been applied by NCUA to calculate the 
OTR annually. The key components of the OTR calculation methodology include; 

• The results of an annual Examination Time Survey performed by a randomly selected group of 
principal examiners; 

• NCUA's resource workload budget; 

• NCUA's financial budget; 

■ The distribution of insured assets between federally chartered and state chartered federally 
insured credit unions; and 

• An estimate of the value of "insurance-related" work conducted by state regulators. 

In the following years, the OTR amount declined gradually, with a value of 53.8 percent in 2009. In 
2010, the OTR increased slightly to 57.2 percent. Figure 5 below shows the OTRs during the 2001 - 
2010 period. 


Figure 5; OTR rates in the 2000s 



2.3.4, Ramifications of the OTR 

A higher OTR results in a lower operating fee charged to FCUs. Since the OTR fends a portion of 
NCUA’s budget, when the OTR increases the amount of NCUA’s budget fended by operating fees 
paid by FCUs falls. This might have significant effects on the interactions between the related parties. 
A lower federal operating fee makes the federal charter more attractive to the credit unions and 
extends a competitive edge to the federal charter over the state charter. It might also make state 
chartered credit unions switch to the federal charter. 

The OTR is an expense that reduces NCUSIFs income, which in turn reduces the amount of fends 
available for dividends (or to offset premiums). NCUSIF pays all the federally insured credit unions 
dividends whenever its collective earnings, consisting of the one percent deposits received from the 
credit unions and the interest earnings from the assets net of costs, exceeds the deposits received by 
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more than 1.3 percent.® The dividend payment is allocated by FCUs and FICUs’ insured share of 
assets. A higher OTR Increases NCUSIF costs, which in turn potentially reduces the amount of 
dividends paid out. This reduction in pay out affects both FCUs and FISCUs uniformly. 

Some state regulators set their operating fees in line with NCUA’s operating fee structure, to stay 
competitive in the market. Thus, a higher OTR, resulting in a lower federal operating fee, may force 
the SSAs to lower the operating fees they collect from the FISCUs. Since the state regulators, unlike 
NCUA, do not receive any additional funds from NCUSIF for the "insurance-related" activities, this in 
turn may cause a potential decrease in funding for the state regulator's examination and safety-and- 
soundness program. 


® The NCUA Board sets up the normal NCUSIF operating level at 1 .3 percent and the operating level Is typically 
reviewed by the NCUA Board at the end of each calendar year. 
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3. Overview of Existing OTR Computation and 
Administration 


This section presents an overview of the current OTR Methodology, with a discussion of the 
underiying steps, assumptions and data sources. For expositional purposes, the key steps associated 
with the OTR Methodology are depicted in Figure 6 and listed below. 

1) Classification of NCUA's operational activities into those deemed to be in keeping with its role 
as a regulator (i.e. “regulatory" activities) and other activities deemed to be associated with its 
role as an insurer (i.e. “insurance-related" activities). 

2) Allocation of NCUAis total budgeted time/hours for the year between "insurance-related" and 
"regulatory" activities based on survey of hours spent by NCUA examiners over the preceding 
twelve-month cycle and other allocation factors. 

3) Segmentation of budgeted costs (under different categories) based on the allocation 
percentage determined for workload hours for the associated categories of expenses as 
determined in the previous step and other allocation percentages for cost categories that are 
not covered by the survey into those deemed to be "insurance-related" versus "regulatory”. 

4) Determination of total estimated "system wide" costs of "insurance-related" activities (referred 
to herein as the "Total System Insurance Costs") as: 

a. The sum of all costs classified as "insurance-related" in the steps above plus other 
direct operational charges (together refemed to herein as the "Total NCUA Insurance 
Costs"); plus 

b. An estimate of the costs associated with the "insurance-related" work performed by 
the SSAs for the benefit of FISCUs (the "Imputed SSA Value"). 

5) Determination of the U.S. Dollar ("USD") amount of the OTR through the following steps: 

a. Allocation of the Total System Insurance Costs between FCUs and FISCUs based on 
the relative share of insured assets (referred to herein as the "insured Asset Share") 
for each category of credit unions; 

b. Subtraction of the Imputed SSA Value from the amount of the Total System Insurance 
Costs allocated to FISCUs to determine the USD amount of the OTR that should be 
"borne" by FISCUs (referred to herein as the "FISCU Share of OTR") using their 
Insured Asset Share as an allocation basis; and 

c. Rnally, division of FISCU Share of OTR by their Insured Asset Share to detemrine the 
total USD amount of the OTR that should collectively be "borne" by FCUs and 
FISCUs. 

6) Division of the USD amount of the OTR by the USD amount of the total budgeted costs for 
NCUA to determine the applicable OTR (as a percentage) 
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Figure 6: Diagrammatic illustration of the OTR Methodology 
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The subsequent sections present the steps, inputs and other details associated with the computation 
of the OTR. These sections draw on the description of the OTR Methodology as contained in the 
NCUA Board Action Memorandum dated November 19, 2009. 

3,1 1. NCUA's Definition of insurance and Regulatory Activities 

The starting point in the calculation of the OTR is the classification of NCUA’s activities into two 
categories - the "insurance-related" activities are those that are in keeping with its role as an insurer of 
all federally insured credits units (i.e. FCUs and FISCUs) while the "regulatory" activities are those that 
are deemed by NCUA to be "driven by" its role as a regulator and charterer of credit unions (i.e. 
FCUs), The "insurance-related" functions mostly involve activities related to analyzing safety-and- 
soundness of the insured assets of all federally insured credit unions. All other "insurance-related" 
activities involve evaluating exposure to losses among these credit unions. The "insurance-related" 
functions are thus viewed by NCUA as including the following: 

• Evaluating financial trends and Cali Report data®; 

• Determining the credit union's solvency position; 

• Evaluating risks and potential costs, the credit union presents to NCUSIF (as and when 
applicable); 

• Assessing management's efforts to protect earnings and net worth by identifying, evaluating, 
controlling, and monitoring internal and external risks; and 

• Assessing management's abilities to develop strong policies and a reliable internal control 
structure. 

Non-insurance or regulatory activities, specifically as they relate to examination or supervision 
contacts with FCUs, focus on issues of compliance with the laws and regulations that NCUA enforces. 


® Call report refers to the reports that are submitted by federal insured credit unions to NCUA and contain data on 
a credit union's financial condition and other operating statistics. 
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Time incurred by NCUA on regulatory activities is associated with its efforts to review, report, or 
document areas that include, but are not limited to, the following: 

• Compliance with consumer protection laws. NCUA rules and regulations, the Federal Credit Union 
Act and bylaws; 

• Review of previously cited regulatory violations, areas of concern, and corrective actions taken; 
and 

• Call report accuracy and timeliness. 

Based on NCUA's definition/characterization of its activities (as "insurance-related" versus 
"regulatory"), the subsequent steps in NCUA's OTR calculation are aimed at estimating and 
determining the costs that it incurs specifically on "insurance-related" functions after making 
adjustments that affect the allocation of the "burden" of these costs among FCUs and FISCUs as is 
described below. Appendix A contains the actual figures associated with each of these steps for the 
2010 OTR calculation. 

3.1.2. Step 1 - Workload Program 

The first step in the actual computation of the OTR is the allocation of the total hours budgeted by 
NCUA (the "Workload Budget Hours" or the "Workload Budget") for its various personnel through 
which it performs its insurance and regulatory funcMons into those that relate to its regulatory function 
and those that relate to its insurance function. This allocation is achieved by using tvra distinct 
procedures/mechanisms, each of which applies to one or more NCUA categories of activities or 
"Programs'; 

• The Examination Time Survey is the source of the allocation basis for "Core Programs' that 
cover "contacts' with credit unions related to their examination ("Federal Examination" code 
10) or supervision f Federal Supervision" code 22) which together account for the majority of 
the Workload Budget Hours; 

■ The allocation basis for NCUA's Workload Budget Hours associated with "Other Core 
Programs" and "Special Programs" is based on as assessment of the specific characteristics 
of these Programs and their overall purpose. 

3. 1.2.1.' Exaniinalion Time Survey 

The key personnel with respect to NCUA's Federal Examination and Federal Supervision programs 
are the field examiners who conduct these examinations and reviews of the different credit unions. 
The primary responsibility for a particular credit union vrith respect to examination is assigned to one 
examiner known as the "Principal Examiner" ("PE"). All field examiners are organized into 63 groups 
referred to as "Supervisory Examiner" ("SE") groups that are spread across NCUA's five regions. The 
Examination Time Survey (referred to herein as "ETS") is a survey that E&l administers to a randomly 
selected SE group from each region.^ The survey is completed by all PEs for each selected SE group 
from each region. The PEs are chosen based on their background and experience in specific fields. 
The PEs may be supported by other field examiners and subject matter experts in order to provide an 
accurate determination of the proportion of time devoted to "insurance-related" and regulatory 
activities. 

As mentioned above, the ETS is used to determine the percentage of Workload Budget Hours related 
to regulatory and "insurance-related" tasks for the following two programs: 

• Federal Examination (Code 10); and 

• Federal Supervision (Code 22). 

Since 2007, the ETS has been implemented through an online form on the AIRES server. Examiners 
receive training and detailed Instructions on how to fill out the ETS. There are twelve categories of 
activities on the survey form, modelled on the risk based examination program. For each of these 


^ In June 2002, NCUA used a lottery system to select one SE from each region to participate in the survey. The 
survey responsibilities rotate on an annual basis to the next SE in aiphabeticat order. 
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categories, the examiner has to input the hours spent on regulatory and “insurance-related" activities. 
A full year's worth of survey results are used to calculate the percentage of hours devoted to 
regulatory (and insurance-related) activities for the Federal Examination and Federal Supervision 
Programs. 

3.1 .2.2. Percentage of Regulatory Time Spent on Other Core Programs and Special Programs 

The time spent on regulatory activities for Other Core and Special Programs is determined based on a 
review of the characteristics of the Programs (i.e. the underlying purpose behind the Program). The 
Workload Budget Hours associated with Programs deemed to have primarily a regulatory purpose 
would all be treated as regulatory. Other Programs, such as the "State Exam and Supervision 
Program," have all their Workload Budget Hours treated as "insurance-related" based on fact that the 
NCUA does not have regulatory responsibilities with respect to FISCUs. Other Core and Speraal 
Programs that are deemed to have a "mixed role" have their associated Workload Budget Hours 
classified based on the percentage of regulatory versus "insurance-related" costs utilizing the results 
from the ETS for the Federal Examination Program. For the Small Credit Unions Program, the 
percent of fime spent on regulatory activities was estimated through informal surveys to the 
department head. 

3. 1.2.3. . Workload Budget 

As described, NCUA's Workload Budget provides the budgeted hours for NCUA's activities associated 
with its Core and Special Programs. These hours make up the "productive" hours for NCUA's 
examiners and other specialized staff working on the core and special programs. Once the regulatory 
percentages are determined for all the Core and Special Programs, they are applied to the budgeted 
hours for each of these Programs as specified in the Workload Budget to determine the total hours 
characterised as "regulatory" (or conversely as “insurance-related"). Adding the hours thus classified 
together, the total hours classified as "regulatory" (or conversely as “insurance-related”) are 
determined. Dividing this amount by the total budgeted hours for all Core and Special Programs is 
used to determine the weighted average percentage of Workload Budget Hours that can be 
characterized as "regulatory" (or conversely as "insurance-related"). This weighted percentage of total 
Program hours that is ascribed to NCUA's regulatory role is then treated as the "regulatory cost driver" 
(the "Regulatory Cost Driver") - i.e. the percentage of NCUA's total costs that stem from its regulatory 
role, used in subsequent steps of the OTR calculation. 

3.1 .3. Step 2 - Application of "Regulatory Cost Drivers" to NCUA Financial 
Budget 

After determining the Regulatory Cost Driver which represents the weighted average percentage of 
NCUA's budgeted "productive" hours that are ascriberf to its regulatory role, this percentage (along 
with certain other "cost drivers" discussed below) is applied to NCUA's budgeted costs tor the relevant 
year under different categories/cost centers to determine the total amount of NCUA's costs that are 
classified as "Non-Insurance Costs". For 2009, the costs associated with the Core and Special 
Programs accounted for 58 percent of NCUA's total budgeted costs and the Regulatory Cost Driver as 
detennined in Step 1 was directly applied to such costs. For the remaining costs, different cost drivers 
were assigned to determine the amount of Non-Insurance Costs. For Instance, the cost center "Asset 
Management Assistance Center and Assistance Program" was assigned a cost driver of zero percent 
given that this represents the NCUSIF function that handles liquidation payouts, management of 
assets acquired from liquidation and recoveries for the NCUSIF and as such none of the associated 
costs can be classified as Non-Insurance Costs, 

3.1.4. Step 3 - Calculafion of NCUSIF Costs 

The purpose of Step 2 was to detennine the portion of NCUA's budgeted costs that is related to its 
regulatory role. The subtraction of this amount from NCUA's total budget yields the portion of NCUA's 
budget that is associated with its role of managing the NCUSIF. Under Step 3, the following amounts 
associated with the operational costs of providing NCUSIF deposit insurance are added to this budget 
figure in order to arrive at a measure of Total System Insurance Costs: 
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■ Certain direct operational charges to NCUSIF; and 

■ The Imputed SSA Value that represents an estimate of the costs associated with the 
"insurance-related” work performed by the SSAs for the benefit of the FISCUs and is thus part 
of the total "system wide" operational costs of providing NCUSIF deposit Insurance. 

3. 1.4.1. Direct Operational Charges to NCUSIF 

Direct operabonal charges to NCUSIF include costs associated with providing state examiners with 
equipment and training. These costs are not included in NCUA's total budgeted costs referenced in 
the previous steps. 

3.1. 4.2. Imputed SSA Value 

The incorporab'on of the Imputed SSA Value is driven by the need to account for the fact that not all 
"insurance-related" costs associated with NCUSIF (and thus “borne" by the credit unions) are incurred 
by NCUA. A portion of the total "system wide" cost of providing the NCUSIF federal share insurance 
is actually incurred by the SSAs that recover such costs through the operating fee charged to FISCUs. 
The estimaBon of the Imputed SSA Value and its incorporaBon in the OTR calculafion is in recognition 
of the fact that absent these SSAs and the work performed by them, NCUA's "insurance-related" costs 
would be higher. This estimation involves the following four steps; 

Imputed SSA Value Step 1: Gross Workload 

The first step in this process is to determine, using an IdenBcal criteria as for FCUs, what level of 
examinaBon time would be required to examine all FISCUs. To do this, first the examinaBon hours 
NCUA actually expended on FCUs during the prior fiscal year are examined, by asset size and 
CAMEL rafing. Next, this esBmate of hours for FCUs by CAMEL raBng/asset size is applied to the 
distribution of FISCUs across CAMEL/asset size category in order to arrive at an esBmate of the total 
hours needed to perform the similar funcflon for the FISCUs as is perfomied for the FCUs. These two 
steps together are used to arrive at an esBmate of the exam hours needed if NCUA were to conduct 
all of the state examinaBon work in a manner that is equivalent to what is employed for FCUs. 

Imputed SSA Value Step 2: Net Workload 

Step 1 calculates the hours needed if NCUA were to conduct examlnaBons in all FISCUs. The same 
distribution of Insurance to non-insurance ratio that is used for FCUs as determined in previous steps 
is applied to determine the total hours it would take NCUA to supervise FISCUs to meet its role as 
insurer.® 

Imputed SSA Value Step 3: Additional Staff Needed 

In this step, the addiBonal hours computed in step 2 above is converted to the number of additional 
examiners required to accomplish these addiBonal tasks. Using NCUA's workload budget and taking 
into consideraBon adjustments for various benefits, training, and administrative flme, a productivity 
ratio and the resulting productive hours are calculated per full-time equivalent ("FTE") examiner. 
Using this productive hours per examiner and the net additional hours, the number of FTE examiners 
needed to accomplish the additional tasks are then computed. 

In order to perform these incremental activities, addiBonal staff and other resources (overhead) to 
manage and administer these addiBonal examiners would be required (e.g. additional Supervisory 
Examiners, Regional Office Analysts, Human Resource Personnel, facilities, etc.). To estimate the 
incremental resources, NCUA's staffing patterns and organizational structure were reviewed and 
ratios of examiners to other positions based on ratios that are actually employed in running the agency 
were developed. The estimate of addiBonal FTE examiners and staff are computed on Biis basis. 


® In addlBon, adjustments for the deferred examination program, an adjustment for needed additional supervision 
and an adjustment for unnecessary state review are also made to calculate addiBonal hours that NCUA would 
have spent if it were to examine and supervise, from an insurance perspective only, ail FISCUs using the same 
insurance-based criteria applied to FCUs. 
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Imputed SSA Value Step 4: Imputed Cost 

Finally, the average cost per FTE is used to compute the total cost of these Incremental resources. 
The average cost used is based on the actual budget for regional offices and field staff and includes 
all costs, such as travel, training, facilities, consumables (e.g., supplies), in addition to salary and 
benefits, necessary to run a field program. 

In addition, other adjustments are made to account for the potential Impact of the additional workforce. 
With this additional staffing, there would be an impact on the workload of the Office of Human 
Resources ("OHR"). Thus, a proportionate increase in OHR’s budget is projected. In addition to 
increases in certain costs, there would be some areas of savings to NCUA rf it conducted all of the 
“insurance-related" FiSCU work. There would be no need to pay for the training of state examiners, or 
providing SSAs with computers and other equipment. The final Imputed SSA Value is calculated by 
making adjustments for these costs and savings. 

3.1.5. Step 4 - Allocation of NCUSIF Costs 

The final step is the calculation of the OTR amount both as a U.S. dollar ("USD") value and as a 
percentage of the total NCUA budgeted costs. In Step 3, the total "system wide" costs of providing 
the NCUSIF federal share insurance is determined that takes into account the "insurance-related" 
work performed by the SSAs. Once this total cost is calculated, it is allocated between FCUs and 
FISCUs using their respective Insured Asset Shares as a proportional allocation basis. Finally, since 
the SSAs actually provide part of the "insurance-related" services to FISCUs associated with NCUSIF, 
the FISCU share of the total "system wide" NCUSIF insurance cost is adjusted by deducting the 
imputed SSA Value to determine the cost of NCUSIF insurance to FISCUs that is incurred specifically 
by NCUA. 

Next, the USD amount of NCUA's costs associated with managing the NCUSIF to be absorbed by 
FISCUs through the OTR (as calculated previously) Is divided by FISCUs' Insured Asset Share (i.e. 
proportional allocation basis). This yields the total USD amount of NCUA’s costs of managing the 
NCUSIF that Is "borne" by fll insured credit unions through the OTR. For the 2010 calculations, this 
USD amount was $1 15.0 million. Upon determination of the USD amount of the OTR, this value is 
divided by the total NCUA budget to calculate the OTR as a percentage of the NCUA budget. For the 
2010 calculations, this value was calculated as 57.2 percent. 
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4. Methodology 


4,1. Description of Approach 


This study and its conclusions are based on facts and data presented to PwC by NCUA, which has 
verified to PwC the accuracy of these facts presented in this study. In keeping with our regular 
practice, PwC has not independently audited these representations as part of the preparaflon of this 
study, although PwC has deteimined that the facts as presented appear reasonable. PwC based its 
understanding of the functions perfomied, risks assumed, and resources employed by various parties 
on discussions with NCUA personnel, discussions with key stakeholders (these include industry 
groups such as CUNA, NAFCU, and NASCUS, and representatives from federally insured credit 
unions such as the BECU), relevant literature and ottier information available in the public domain. An 
overview of the overall approach is presented below followed by a more detailed description of the 
process undertaken by PwC in its review of the OTR Methodology. 

To complete this study PwC undertook the following steps: 

1) Conducted interviews with and requested key information from NCUA personnel identified as 
being relevant in order to develop a comprehensive understanding regarding the NCUA's 
OTR Methodology, the constituent steps and underiying assumptions; 

2) Identified and conducted interviews with "key stakeholders' in the U.S. credit union system 
that included credit unions and trade associations for federal and state charter credit unions 
as well as that for the state regulatory authorities: 

3) Identified the stakeholders' views on attributes that an appropriate OTR Methodology should 
possess as well as the concerns and issues with regards to the current OTR Methodology as 
perceived by these stakeholders; 

4) Developed a set of criteria to evaluate the cument OTR Methodology based on the concerns 
and issues identified by the key stakeholders; and 

5) Evaluated NCUA's current OTR Methodology against the set of criteria so as to arrive at a 
conclusion on the soundness and reasonableness of the cument OTR Methodology and 
develop recommendations and suggestions for improvement. 

4.2. Methodology 

As part of its analysis, PwC conducted interviews wiUi personnel from NCUA and other identified 
stakeholders in the U.S. credit union system, including, but not limited to: 

■ Personnel from NCUA whose cument or past responsibilities included the implementation of 
the OTR Methodology and presentation of these calculations to the NCUA Board. Among the 
personnel interviewed were those that had familiarity with the 2003 special task force that 
proposed revisions to the existing OTR Methodology at the time. 

■ A senior PE with experience in field examinations as well as with the ETS. A PE is an 
experienced examiner who is involved in examination reviews and field examinations for 
federally insured credit unions. The interviewed PE has responsibility to fill out the time 
survey on behalf of all the examiners that worked on the credit unions for which the PE was 
the Examiner in Charge. 
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• Industry groups such as CUNA, NAFCU, and NASCUS. The description of each of these 
trade groups are as follows: 

o CUNA; CUNA is a national trade association serving America's credit unions. The not- 
for-profit trade group is governed by volunteer directors who are elected by their credit 
union peers. In partnership with state credit union leagues, CUNA provides many 
services to credit unions, including representation, information, public relations, 
continuing professional education, and business development. CUNA represents 
about 97 percent of all credit unions, including both the FCUs and FISCUs, which 
gives them the unique opportunity to represent both the federal and state credit 
unions equally. 

The members interviewed include the Senior Vice President and the Chief Economist. 

o NAFCU; NAFCU is a trade association that exclusively represents the interests of 
federal credit unions before the federal government and the public. NAFCU provides 
its members with representation, information, education, and assistance to meet the 
challenges that cooperative financial institutions face. Over the years, NAFCU has 
been a highly effective force in inftjencing legislation and regulation affecting federal 
credit unions. 

The members interviewed include the General Counsel for Regulatory Affairs and the 
Chief Economist. 

o NASCUS: NASCUS, a professional regulators association, is the primary resource 
and voice of the 47 state governmental agencies that charter, regulate and examine 
the nation's state-chartered credit unions. NASCUS is the only organization dedicated 
to the defense and promotion of the state credit union charter and the autonomy of 
state credit union regulatory agencies. NASCUS also represents the interests of state 
agencies before Congress and is the liaison to federal agencies, including the NCUA. 
NASCUS also has been focused on preserving the dual chartering system and 
representing the interests of state-chartered credit unions. 

The members interviewed include the President and CEO, the Senior Vice President 
for Regulatory Affairs and the Vice President for Communications and Pubilc Affairs. 

In conjunction with the interviews, PwC obtained arid studied the following documents that were made 
available to it by one or more of the aforementioned parties or located in the public domain to develop 
a comprehensive understanding of the history, constituent steps, assumptions and data sources 
associated with the current OTR Methodology: 

Documents received from NCUA and from NCUA website - 

o 2008 and 2009 Board Action Memorandum ("BAM"): Through the BAM, the Office of 
Examination and Insurance at NCUA presents the following year's recommended 
OTR to the NCUA Board for approval. The BAM includes a brief summary of the 
current OTR calculations including the summary results of the time survey. The 
detailed calculations are also included in the appendix. The BAM Is made available to 
the public and interested parties through the NCUA website. 

o 2003 Task Force Proposal; This is the report submitted by a five member NCUA Task 
Force that was formed in 2003 to review the OTR Methodology. This is a detailed 
report on the analyses performed by the 2003 task force, and it includes in depth 
discussions on the proposed methodology, the then-current OTR Methodology, the 
Examination Time Survey, history of OTR and its legal and philosophical basis, other 
alternatives considered, and some potential criticisms and responses. The 
discussions Included in this report are not only aimed at explaining the proposed OTR 
Methodology, but also at Justifying the need to update the existing methodology with 
the new one. 

o 2007 NCUA Annual Report: The annual report includes financial information 
pertaining to NCUA and also some relevant industry statistics pertaining to the credit 
union system as a whole. 
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0 Organizational charts: The organizational charts received from NCUA provide 
information on the internal NCUA structure and identifies the number of personnel 
employed at each regional office. 

o 2007 revised Federal Credit Union Act: The Federal Credit Union Act provides the 
historical background for the creation of the NCUA and the NCUSIF and the 
implementation of the OTR. 

■ Documents received from other sources - 

o GAO 2003 report on credit unions: The GAO report provides an overview of the state 
of the credit union system around 2003 and a third party assessment of the then- 
cument NCUA OTR calculations. 

o 2001 paper on OTR titled "Caught in a Regulatory Vise: The Peculiar Problem Faced 
by Federally Insured State-Chartered Credit Unions" by Lawrence White, received 
from BECU: This paper was commissioned by BECU to serve as an evaluation of the 
OTR Methodology from an FISCU perspective. The paper presents the OTR concerns 
and issues and some potential solutions for these issues, as identified by the author. 

o 2001 white paper received from NASCUS titled "Restructuring the NCUA": This was a 
white paper commissioned by the NASCUS to evaluate NCUA's dual role as an 
insurer and a regulator. 

o Data on the credit union system from the 2010 Statistical Abstract, U.S. Census 
Bureau: This is a time series data that look at FCUs and FISCUs over 40 year period. 
The variables reported include, but are not limited to, the number of FCUs and 
FISCUs, FCUs and FISCUs by membership, and FCUs and RSCUs by assets under 
management. 

o Data and information on the operations of the Federal Deposit Insurance Corporation 
("FDIC") from the FDIC website and the FDIC 2009 Annual Report: The FDIC annual 
report provides information and data on the operations and workings of the FDIC and 
some relevant financials. 

o Data and information on the operations of the Offitre of Comptroller of Currency 
("OCC") from the OCC website and the OCC 2009 Annual Report: The OCC annual 
report provides information and data on the operations and workings of the OCC and 
some relevant financials. 

Based on the intenriews and the material studied, PwC identified four criteria for purposes of 
evaluating the current OTR Methodology and recommending possible 
revisions/amendments/modifications for NCUA's rxinsideration. The criteria (each of which Is 
subsequently referred to as an "Evaluation Criterion" and collectively referred to as the “Evaluation 
Criteria") are listed below. 

1. Transparency 

The OTR Methodology and its underlying steps, assumptions and data sources should be 
communicated clearly and regularly to stakeholders in the credit union system so as to develop broad 
and consistent understanding among these stakeholders. Of fundamental importance to the 
computation of the OTR is the distinction between activities and associated expenses deemed to be 
associated with NCUA's role in managing the NCUSIF (l.e. expenses that can be characterized as 
being "insurance-related" and thus included in the OTR) and other activities classified as those in 
keeping with the NCUA's role as regulator (and thus excluded from the OtR). Given this, the OTR 
Methodology should be based on a classification that represents a consensus (among the NCUA and 
other stakeholders in the credit union system) with regards to such activities. 

2. Accuracy 

Subject to the classification of activities as "insurance-related" and other activities, the calculation of 
the OTR should be predicated on a methodology that is able to measure and track the expenses 
associated with such activities accurately and consistently across different regions and over time. 
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3. Equity 

The calculation and admlnisttaHon of the OTR should not, ex-ante, favour or disadvantage one type of 
credit unions (i.e. federal versus state chartered) over another. 

4. Reasonable Administrative Burden 

The OTR Methodology needs to be such as to balance the objectives of criterion 1 through 3 while 
keeping costs of implementation manageable. 
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5. Economic Analysis 


This section presents a summary of PwC's review of NCUA's existing OTR Methodology based on the 
Evaluation Criteria identified above. The objective of the review was to arrive at a review of the OTR 
Methodology with respect to the specific Evaluation Criterion and to make recommendations if 
warranted by the review. The concerns and issues associated with the OTR Methodology that were 
considered under each specific Evaluation Criterion were validated by the key stakeholders 
interviewed by PwC as part of the review process. 


5.1, Transparency 


Two specific attributes of the OTR Methodology and its implementation were considered under this 
section. First, given how important NCUA's classification of its activities as "insurancs-related" and 
"regulatory" is to the OTR calculation, PwC sought an understanding of whether there was agreement 
among the stakeholders in the credit union system with regards to the reliability of this classification. 
The second question considered here was whether there is reasonable understariding among the 
stakeholders of the OTR Methodology, steps and inputs that go into the calculation and the underiying 
assumptions. 

5.1.1, Definition of Insurance and Regulatory Activities 

A consistent concern that was commonly expressed by the key stakeholders regarding the OTR 
Methodology is with respect to how NCUA classified its activities (and thereby costs) as "insurance- 
related" and "regulatory". From the perspective of these industry groups and credit unions, the lack of 
an industry-mandated definifion of "insurance-related" and "regulatory" activities made the 
classification adopted by NCUA as potentially biased. A prevailing view among some sections of the 
industry is that certain costs that get classified by NCUA as being consistent with Hs role as insurer 
(e.g. those related to the safety-and-soundness of credit unions) wrould have to be undertaken by 
NCUA even if its role were solely that of a regulator. Additionally, the costs that should be included in 
the OTR should be limited to those associated with additional reviews and site visits by examiners of 
credit unions whose original safety-and-soundness reviews revealed specific concerns from an 
insurer’s perspecritve. 

5.1.2' Assumptions and Calculation Steps 

The calculation of the OTR involves multiple steps, data sources and underlying assumptions. Our 
discussions with the stakeholders revealed a prevalent view that there was not a satisfactory level of 
understanding within the industry with regards to the various components of the OTR calculation. 
While NCUA periodically issues BAMs, Board Action Bulletins and other publications about the OTR 
calculation, these documents were not viewed as being sufficient in explaining to the industry the 
methodology in adequate detail. The key stakeholders expressed that the method needs more 
transparency, the assumptions need to be made public and the calculation steps need to be explained 
in more detail. Additional concerns were expressed by these stakeholders regarding related subjects 
such as the NCUA budget, the target equity ratio, etc. which are perceived to be either affected by or 
have influence on the OTR amount. In addition, one key stakeholder commented that the OTR 
decisions are made by NCUA without any fonnal notice or comment as required by the Administrative 
Procedure Act. 


Overhead Transfe# Rate Review 
For Na&xta) CredH Union AAniniStratton 


PwC 

25 



292 


Economic Analysis 


Conclusion 

Based on PwC's review, the OTR Methodoloov was considered lacking in terms of the extent to which 
the classification of NCUA's acdvides between insurance and reoulatorv (upon which the methodology 
is fandamentallv dependent! represents a consensual view on such a chatacterization In the industry. 
Further, there was found to be dissatisfaction within the industry with respect to NCUA's efforts to 
communicate and explain the OTR Methodology In adequate detail. 

Recommendations 

A review and assessment of the reasonableness of NCUA's definition and characterization of its 
activities among those related to insurance and those consistent with its role as a regulator was 
outside the scope of this study. However, it is PwC's view that NCUA should consider providing more 
visibility on how it characterizes its activities to the different industry groups and credit unions and 
possibly solicit their feedback with regards to the reasonableness and accuracy of the classification. 
This would be a step towards developing a classification basis that incorporates the industry's views 
on the matter and would serve to dispel potential confusion and concerns within the industry. 

NCUA should also consider steps aimed at making the methodology itself more transparent, along 
with all of the assumptions and steps that are utilized. Possible ways of achieving this include more 
frequent interactions with the stakeholders through different channels (e.g. meeting, publications, 
etc.). NCUA should also check if the OTR decisions are subject to the Administrative Procedure Act 
and if formal notice or comments are required on its OTR calculation process and results. 


5.2. Accuracy 


In this section, the following elements of the OTR methodology are analyzed from the perspective of 
their ability to accurately and consistently "maasure" the expenses associated with the management 
of NCUSIF Incuned on behalf of all federallynnsured credit unions; 

1 ) Education and training of examiners with respect to the distinction between "insurance- 
related" activities and "regulatory" activities; 

2) Reliability and accuracy of the results attained from the ETS; 

3) Reasonableness of other allocation factors used to determine Regulatory Cost Drivers; 

4) Validity of Imputed SSA Value calculation; and 

5) Validity of Insured Asset Shares. 


This section concludes with an analysis of the sensitivity of the results of the OTR calculation on the 
variance of the ETS results, other allocation factors and imputed SSA Value. 

5.2.1, implementation of ETS - Education and Training of Examiners 

As discussed in the section above, the definition of what constitutes an "insurance-related" activity 
versus a "regulatory" activity Is an Important input in the overall OTR Methodology. Of significant 
importance is also how consistently this classification is applied throughout the Implementation of ETS 
and other steps of the OTR calculation. 

NCUA administers the ETS to a randomly selected SE group from each region.® The survey is 
completed by all PEs for each selected SE group from each region. The PEs are chosen based on 
their background and experience in specific fields. The PEs may be supported by other field 
examiners and subject matter experts in order to provide an accurate determination of the proportion 
of time devoted to insurance and non-insurance related activities. The survey responsibilities rotate 


° NCUA's operations are divided into five regions, each containing between 9 and 18 SE groups. 
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on an annual basis to the next SE group in alphabetical order. Rotational sample selection 
guarantees that ail PEs are eventually selected for participation in the survey. 

For the implementation of ETS, NCUA holds a formal Iraining session for survey participants and a 
subsequent teleconference for the survey participants, their supervisors, and a regional office analyst 
from each region. The formal training session provides detailed steps on how to fill out the ETS 
online. Online help that can be contacted via a specific and dedicated email address for survey 
participants to request help with the survey is maintained. The regional office analyst and the Office of 
the Chief Information Office customer services are also made available as resources to provide 
support on the survey. In addition, NCUA sets up a public folder to store information such as 
Frequently Asked Questions, summary reports and training information. 

The ETS form provides twelve time categories, including planning/scope development, call report 
review, supervisory committee review, financial analysis, loan analysis, investment analysis, liquidity 
analysis, asset liability management, compliance, information system technology, management and 
examination report/JC/foilow-up. For each time category, the time survey instruction provides detailed 
examples on activities covered and whether such activities should be charactenzed as "insurance- 
related" or “noninsurance-related". Based on our interview with an NCUA examiner, the ETS form 
and instruction is clear and easy to understand. By referencing the instructions, the examiner had no 
difficulties in allocating time between "insurance-related” activities and "noninsurance-related” ones. 

Based on the forgoing, NCUA personnel in charge of examinations and reviews have a clear 
understanding of the classification between "insurance related" and "norvinsurance related" activities. 
Furthennore, this classification is communicated to the examiners through what can be considered 
well-structured tools and training modules. 

Conclusion 

Based on PwC's review, the current definition of insurance and regulatory activities is aoDrooriatelv 
communicated to the examiners through well-structured tools and training modules. The process 
provides enough resources available for examiners to learn how to fill out the Examination Time 
Survey. Given the scope of this study, it was not possible for PwC to ascertain whether all examiners 

have a uniformly hioh level of understanding of the definition of "insurance-related" and reQuIatorv 
activities. 

5.2.2. ETS Reliability 

The results of the ETS are an important input in the OTR calculation through the determination of the 
Regulatory Cost Drivers (used to determine the portion of costs associated with regulatory activities as 
opposed to insurance). The ETS is completed by all PEs for each selected SE group from each 
region. The survey responsibilities rotate on an annual basis to the next SE group in alphabetical 
order. The reliability of the results attained from the ETS is particularly dependent on the following 
factors: 

1 ) Adequacy of the sample size and representation relative to the population; and 

2) Achieved margin of error for the estimated percentage of "insurance-related" activities per the 
survey results. 

5.2.2 t Sample Size and Representation Relative to Population 

The results of the ETS covering the period from June 1, 2008 through May 31, 2009 (the "2008-09 
ETS") were reviewed by PwC with respect to the representativeness and sufficiency of the sample 
relative to the underlying population. Table 1 presents.the 2008-09 ETS' sample attributes in terms of 
its coverage of regions, SE groups, PEs, work hours under the Federal Supervision (code 22) 
program, work hours under the Federal Examination (code 10) program and the number of FCUs 
covered relative to the population. 
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Table 1: 2008-09 ETS sample attributes 



Number 

of 

Regions 

Number of 
SE Groups 

Number of 
PEs 

Estimated 
Supervisory 
Examiner 
Groups 
woric hours 
under 
Federal 
Supervision 
(code 22) 

Estimated 
Supervisory 
Examiner 
Groups 
work firs 
under 
Federal 
Examination 
(code 10) 

Number of 
FCUs 
contacted 
under code 

22 or code 
10" 


1 j 



m 


1 




Total in 
population 

5 

63 

289 

105.850 

369,750 

6,989 

Percent to total 



f' 



■J 


Source: PwC computation based on data provided by NCUA 


An annual rotation of survey participants by SE group obtains representative coverage of the 
population across all regions and SEs, while minimizing the burden on field staff. Due to the rotational 
nature of the sample selection, slight departures from the population distribution can be reasonably 
expected in any given sample. Given this and based on the results shown in Table 1, the 2008-09 
ETS sample can be considered to obtain adequate size and representation across regions, SE 
Groups, PEs, worfr hours and ECUs. 

A credit union's insured asset size and its CAMEL rating have a direct correlation with the intensity of 
"insurance-related" review and activity required for that credit union. The percent of "insurance- 
related" activities for ECUs under the ETS by asset size and CAMEL rating can be seen in Table 2 
below. The 2008-09 ETS results show that the bigger the credit union, the higher percentage of total 
examination hours that is insurance-related and the riskier the credit union according to the CAMEL 
rating, the higher the percentage of total examination hours that is insurance-related. Thus, it is 
caicial that the distribution of the ETS sample by asset size and CAMEL rating is consistent with the 
population under the ETS, 

Table 2: Percent of insurance-related activities for surveyed ECUs by asset size and CAMEL 

rating 


PertenJ^of insuraRco , 
'related acbvjticVlor * 

.F'UsinbatSi ^ 

category (2008-09^ 
Suivey)^ ..T ' 

- * 

‘AsT^tS <r* 


3 


CAMELM ' • 

f>l 14‘1 

‘>9.47% 

56.11% 

63.18% 

57.96% 

''camel 2 

59.09% 

63.49% 

57.91% 

64.34% 

66.77% 

CAMEL 3 

59.51% 

62.45% 

60.71% 

63.74% 



67.53% 

70.77% 

78.67% 




67.44% 






Source; PwC computation based on data provided by NCUA 


PwC compared the distribution of credit unions by: a) CAMEL rating; and b) asset size in the 2008-09 
ETS sample with that in the overall population. Table 3 presents this comparison for CAMEL ratings 
while Table 4 shows the same comparison for asset sizes. 


The number of ECUs contacted under code 22 or code tO and selected in the ETS sample includes duplicates. 
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Table 3: Distribution FCUs by CAMEL rating 


Number of FCUs as of 

May 31, 2009 

CAMEL 1 

CAMEL 2 

CAMEL 3 

CAMEL 4 

CAMELS 

Total 


,1 

f ■. S'*!*'. W.‘, ■ 


-i. 




Total FCUs 

■v 1 

2.780 


577 

-7 

4,782 

‘ Solerted in survey (no 
'dupliutesi/TotaL 







Sample distribution 

20.6% 

47.6% 

25.4% 

5.8% 

0.5% 

100.0% 


17 3V 



. 36%. 




Source: PwC computation based on data provided by NCUA 


Table 4: Distribution of FCUs by asset size 


Number of FCUs as of 

Assets < 

$10M- 

$100M • 

$250M- 

>$500M 

Total 

May 31. 2009 

$10M 

SIOOM 

$250M 

$500M 

1 



■ msmm 





Total FCUs 

2,124 

1.970 

375 

160 

153 

4,782 







. V's r. 

Sample distribution 

27.5% 

40.2% 

16.9% 

8.5% 

6.9% 

100.0% 









Source: PwC computation based on data provided by NCUA 


Based on this comparison, it can be seen that while the distribution of credit unions by CAMEL rating 
in the sample is not significantly dissimilar to that in the population, this does not hold tnie to the same 
extent for the distribution of credit unions by asset size. Credit unions with less than $10 million in 
assets were under-represented in the sample as compared to the population while those with greater 
than $100 million in assets were slightly over-represented. 

5. 2. 2, 2. Achieved Margin of Error 

NCUA determines the number of credit unions selected tin the survey based on a target margin of 
enor of three percent at the 90, 95 and 99 percent confidence levels for the non-insurance workload 
percentage as estimated from the survey results. 

PwC validated the formula used to calculate the required sample size to achieve the desired margin of 
enor and found this to be accurately applied. NexL PwC reviewed a summary of the 2008-2009 ETS 
results captured separately for the Federal Examination (Code 1 0) and Federal Supervision (Code 22) 
Programs, including the means and standard deviations for the estimated non-insurance percentage 
determined for each Program through the survey. Since the survey results for the Federal 
Examination (Code 10) and Federal Supervision (Code 22) Programs are separately applied to 
relevant total workload hours associated with each Program, the sample size for the Federal 
Examination (Code 10) and Federal Supervision (Code 22) Programs should be evaluated separately 
so as to determine whether the respecUve sample sizes achieve the target margin of error. 

Based on the results of 2008-09 ETS, PwC estimated that at the 95 percent confidence level, the 
achieved margin of error was approximately two percent for the Federal Examination (Code 10) 
Program and five percent for the Federal Supervision (Code 22) Program. The Federal Supervision 
(Code 22) Program had range of responses for the percent of non-insurance hours from 0 to 100 
percent with a much larger standard deviation than that for Federal Examination (Code 10) Program. 
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Given this fact, in order to achieve the same three percent precision goal for the Federal Supervision 
(Code 22) Program, a sample size of 454 FCUs was needed as compared to only 56 for the Federal 
Examination (Code 10) Program as shown in Table 5.” While the actual sample size in the 2008-09 
ETS for Federal Examination (Code 10) Program was comfortably above the required threshold, the 
sample size for the Federal Supervision (Code 22) Program of 143 credit unions vyas below the 
required threshold necessary for the target margin of error of three percent. 


Table 5: 2008-09 survey sample size statistics 


2008 - 2009 survey result 

Federal Supervision 
(Coda 22) 

Federal Examination 
(Code 10) 


Vi.. 


Sample size at 95% confidence interval and 
3% margin of error 

454 

56 


Source: Data provided by NCUA 


Conclusion 

Based on PwC's review, the statistical methcxloloov used by NCUA to estimate the non-insurance 
percentage of workload hours for each program in order to determine the OTR can be considered 
reasonable. While the sampling methodology obtains representation across regions. SE Groups. 
PEs. work hours and FCUs it can be improved with respect to the representativeness of the 
distribution of credit unions bv asset size in the sample relative to the population. 

Recommendations 

An annual rotation for ETS survey partidpant selection obtains representative coverage of the 
population across all regions, SE Groups, PEs, work hours and FCUs, virhile minimizing the burden of 
field staff. Due to the rotational nature of the sample selection, slight departures from the population 
distribution are to be expected in any given sample. However, in order to obtain a more 
representative sample some consideration of sample allocation by asset size and CAMEL rating 
should be considered as there appears to be some correlation between these charactieristics and the 
percent of "insurance-related" work hours. 

Additionally, it is recommended that NCUA use sample sizes that are consistent with the calculated 
sample stzes for both the Federal Examination (Code 10) and Federal Supervision (Code 22) 
Programs, and specifically, that NCUA consider increasing the sample sizes for the Federal 
Supervision (Code 22) Program. With respect to the cunent sample selection methodology, that is, 
one SE Group is selected from each region, NCUA should consider selecting more than one SE 
Group from each region for the yeariy ETS. 

5.2.3. Other Allocation Factors 

In addition to the Core and Spedal programs, there are Other NCUA Cost Centers for which the 
insurance/regulatory related percentages, the Other Allocation Factors, are not based on the ETS. 
These Other Allocation Factors are generally based on an assessment by department heads and the 
objectives and functions associated with these cost centers. The Other NCUA Cost Centers include 
the Division of Insurance and NCUA's central offices. Table 6 below provides the 2010 NCUA budget 
and the estimated "insurance-related" portion of these costs. The total cost for other NCUA cost areas 
was $85,1 million, which amounted to 42 percent of the total 2010 NCUA budget of $200.9 million. 
The Other Allocation Factors applied to the 42 percent of the NCUA budget thus have a material 
impact on how much of NCUA's total budgeted costs are deemed to be insurance-related. 

As shown in Table 6, the percent of the overall budget that is made up examiner costs and which is 
deemed to be "insurance-related" based on the results of ETS was 68.9 percent. The equivalent 
figure of the other NCUA cost areas based on the Other Allocation Factors was 69.3 percent. 


At 95 percent confidence interval. 
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Table 6: 2010 NCUA budget and insurance-related cost 


Based on 2010 OTR 
calculation (in million 

USD) 

Total 

2010 

budget 

Regulatory 

related 

cost 

% regulatory 
related cost / 
Total 2010 
budget 

insurance 
related cost 

% “insurance- 
related” cost/ 
Total 2010 
budget 







Otfier NCUA Cost Centers 
(Divisions of insurance and 
central offices) 

85.1 

26.1 

30.7% 

59.0 

69.3% 


'• ■ 






Source: PwC computation based on data from 2010 OTR BAM 


The following provides a brief overview of the Other NCUA Cost Centers and how the Regulatory Cost 
Drivers (or conversely the percentage of "insurancerelated" costs) is in the 2010 OTR calculation for 
these cost areas: 

■ Divisions of Insurance ("DOT): Each of NCUA’s five regions has a regional DOI devoted to 
overseeing charters and fields of membership. Some NCUSIF "insurance-related* tasks (e.g., 
insurance coverage questions) are performed by DOI. In the 2010 OTR calculation, DOi's 
regqletory related percentage was estimated to be 71 percent. 

■ Asset Management and Assistance Center Costs ("AMAC”): AMAC conducts credit union 
liquidations and performs management and asset recovery. By definition, all of the AMAC 
costs were determined to be non-regulatory in nature. As a result, AMAC’s regulatory related 
percentage was estimated to be zero percent in the 2010 OTR calculation. 

■ Office of Small Credit Union Initiatives fOSCUl"): OSCUI's primary roles are described as 
assisting NCUA's risk mitigation program and foster credit union development, particuiarty the 
expansion of services provided by small credit unions to all eligible consumers. In the 2010 
OTR calculation, OSCUI's regulatory related percentage was estimated to be 90 percent. 

• Office of Corporate Credit Unions Costs ("OCCU"); OCCU supervises all corporate credit 
unions, including non-fedeially insured state-chartered corporate credit unions due to the 
systemic risk these institutions pose. Corporate credit unions provide a variety of investment 
services and payment systems for other credit unions. In the 2010 OTR calculation, OCCU's 
regulatory related percentage was estimated to be 20 percent. 

• For the Office of Chief Financial Officer, the Office of Chief Information Officer and the Office 
of Human Resources, the regulatory related percentages for these three cost centers were all 
estimated to be 20 percent. 

■ For all other costs, which include NCUA board, the Office of Inspector General, etc., the 
regulatory related percentage calculated for total Core and Special Programs by using the 
ETS result was applied to such cost areas. 

Conclusion 

Based on PwC's review, the Other Allocation Factors used to determine the insurance/reoulatorv 
percentage of costs for Other NCUA Cost Centers were not found to be based on methods that can 
be considered as objective and verifiable as the ETS results used to determine the equivalent split for 
examiner costs. Given that these costs for Other NCUA Cost Centers constitute a significant portion 
of NCUA's overall budget, the final OTR as determined based on these Other Allocation Factors as an 
Input can ootentiallv be "distorted". ” 


’^A similar issue was identified for the percent of non-insurance hours estimated for the Small Credit Unions 
Special Programs. Given the limited number of hours accounted for by this program, the potential distortion 
resulting from an unreasonable allocation to insurance vs. non-insurance related activities can be considered to 
be small. 
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Recommendations 

PwC recognizes that implementing a survey of the scope and magnitude of the ETS may neither be 
feasible nor necessary, especially when the cost centers in question are assodated with divisions or 
departments whose scope and activities are clearly laid out such that it can reasonably be ascertained 
as either 100 percent regulatory in nature or 100 percent insurance-related. For other NCUA cost 
areas, NCUA may be better served by having a process that is more objective, formal and verifiable 
for purposes of determining the percentage of "insurance-related” and regulatory costs. In the 
absence of such a formal and documented process it is difficult to verify whether the process adopted: 

a) Yields results that are consistent across time in temrs of their characterization and classification 
of the deparlment/division activities are "insurance-related" versus regulatory; and/or 

b) Robust enough to account for how a department's scope and nature of activities may change 
over time (e.g. due to change in the economic or regulatory environment). 

Based on this, it is our recommendation that NCUA consider adopting a more formal and documented 
process for determining the Other Allocation Factors that are based on standard and consistent 
criteria. 

5.2.4. Imputed SSA Value Calculation 

As discussed above, in Step 3 of the OTR calculation, the estimated "insurance-related" costs in the 
NCUA budget plus an estimate of costs associated with the "insurance-related" activities conducted by 
the SSAs (i.e. the Imputed SSA Value) is allocated among FCUs and FISCUs based on their Insured 
Asset Share. One key assumption for the calculation is that the Imputed SSA Value provides a best 
estimate of the insurance costs incunad by SSAs and borne by FISCUs through operating fees. 

Given the lack of accurate data on "insurance-related" costs incurred by SSAs and borne by FISCUs 
through operating fees as well as issues of comparability between NCUA costs and SSA costs, NCUA 
is not able to rely on actual costs incurred by SSAs on "insurance-related" activities. As a result, 
NCUA estimates this portion of the total "system wide" costs of "insurance-related" activities 
associated with NCUSIF (I.e. the Total System Insurance Costs) under the Imputed SSA Value 
calculation. NCUA calculates the Imputed SSA Value as the "incremental" "insurance-related" costs 
that NCUA would have to incur if the SSAs did not perform any "insurance-related" activities with 
respect to FISCUs whose assets are insured by NCUSIF. A description of this calculation is 
contained in section 3. 1.4. 2. 

The step in determining the overall share of the Total System Insurance Costs that is "borne" by the 
FISCUs is especially important given the associated implications of equity between FCUs and FISCUs 
(that is addressed in detail under section 5.3). Given this, the Imputed SSA Value should ideally 
reflect a best estimate of the "fully burdened" costs incurred by the SSAs on "insurance-related" 
activities that are borne by the FISCUs via the operating fees paid by them. However, the step as 
implemented in the current OTR calculation excludes an estimate of the "fixed/overhead costs" (i.e. 
those costs that are unrelated to the number of examination hours) that SSAs incur in their 
performance of "insurance-related" activities. Other things equal, this implies that the Imputed SSA 
Value is potentially underestimated under the current method relative to the actual "insurance-related” 
costs incurred by the SSAs and borne by the FISCUs through the operating fees paid by them through 
the operating fee,'^ 


”The fixed/overhead costs associated with NCUA's provision of "insurance-related" services to FCUs could be 
defined as the overhead costs that NCUA incurs and that are not dependent on the number of examination hours. 
Of the 2010 NCUA budget of $200.9 million, $ 1 38.7 million was estimated to be "insurance-related" costs. Out of 
the $138.7 million "insurance-related" costs, $79.7 miilion (calculated as the insured-related portion of regional 
cost and field costs, e.g. $115.8 million - $36.0 million) was incurred by field examiners, and the rest ($59.0 
million and 43 percent of the total Insurance relate costs) was incuned by other NCUA regional and central offices 
and could be treated as fixed/overhead costs. However, vrtien the Imputed SSA Value is calculated, the costs 
that are based on the examination hours are imputed. The only consideration for the fixed/overhead cost is the 
additional cost that would have incurred by the Office of Human Resources for the additional hours spent by 
NCUA on the insurance activities for FISCUs. Consequently, since SSAs would have incuned certain level of 
fixed/overhead costs for its insurance activities, by treating the Imputed SSA Value as Incremental NCUA 
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Since the ETS only covers FCUs, NCUA has to estimate the examination hours that vyould have to be 
incurred and the applicable percentage of these hours that would be incurred on 'insurance-related'' 
activities on FISCUs In the Imputed SSA Value calculation. Under the first step of the Imputed SSA 
Value calculatbn, the average examination hours for FCUs are summarized by asset size and 
CAMEL rating of FCUs. The average examination hours for FCUs in each asset size / CAMEL rating 
grouping are then multiplied by the comesponding number of FiSCUs for the same asset size / 
CAMEL rating grouping in order to estimate the total examination hours that would have to be incurred 
on such FiSCUs. The total of such estimated hours for all FiSCUs across ail asset size / CAMEL 
rating groupings is then calculated as the estimate of examination hours that would have to be 
incurred on all HSCUs. 

Finally, the percent of "insurance-related’ hours based on the ETS for the Federal Examination (Code 
10) Program is applied to the total imputed FiSCUs examination hours in order to calculate the total 
Insurance-related' hours that would have to be incurred on FiSCUs. The inherentfimplicit 
assumptions in the validity of this step in the Imputed SSA Value calculation are: 

a) The percentage of total examination hours that is "insurance-related" does not systematically 
vary across credits unions that differ in terms of their asset size / CAMEL rating groupings 
(which is not the case as is discussed in section 5.2.2.1 and Table 2); and/or 

b) The distribution of FCUs across asset size / CAMEL rating groupings is not dissimilar to the 
corresponding distribution for FiSCUs such that results from one population can be 
extrapolated to the other. 

Regarding the first assumption, the 2008-09 ETS results show that the bigger the credit union, the 
higher percentage of total examination hours that is 'insurance-related" and the riskier the credit union 
according to the CAMEL rating, the higher percentage of total examination hours that is insurance- 
related. Therefore, the first assumption dr^es not hold true. 

If the second implicit assumption does not hold true such that the distributions of FCUs and FiSCUs 
are significantly dissimilar, applying the overall percent of insurance related-hours for FCUs (wrhich 
represents a weighted average across different "types' as captured by asset size / CAMEL rating 
groupings) to the total imputed examination hour fbr FiSCUs would result in an inaccurate estimate 
that is skewed by factors specific to the population of FCUs and not shared by FiSCUs. 

In order to test the validity of this assumption, PwC compared the distribution of FCUs across asset 
size / CAMEL rating groupings with that for FiSCUs as shown in Table 7 and Table 8 below. 


Table 7: Distribution of FCUs by asset sizes and CAMEL ratings 


KLiiV/u)in edLh 
catefjury (as of ‘ ' 
Jjne''200'|) 


. ■ ■* 

S10M S100M j SZSUM 

SIOOM ■ ^2S0M SSOOM 

SSUOM 

’*■ TOTAL 

( AME-L 1 

4.0% 

8.2% 

2.3% 

1.2% 

1.6% 

17.3% 

CAMEL 2 

25.7% 

25.0% 

4.4% 

1.7% 

1.3% 

58.1% 

CAMEL 3 

12.3% 

6.9% 

1.0% 

0.3% 

0.3% 

20.8% 

CAMEL 4 

2.2% 

1.1% 

0.1% 

0.1% 

0.1% 

3.6% 

CAMEL 5 

0.1% 

0.1% 

0.1% 

0.0% 

0.0% 

0.3% 


44.4% 

41.2% 

7.8% 

3.3% 

3.2% 



Source; PwC computation based on data provided by NCUA 


"insurance-related" costs, this step does not capture the true insurance costs incurred by SSAs and borne by 
FiSCUs through operating fees. 
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Table 8: Distribution of FISCUs by asset sizes and CAMEL ratings 



- ■ ' _• . . 



LAMtL 1 

4.4% 

8.0% 

1.9% 

1.0% 

2.2% 

17.5% 

CAMLL ^ 

20.8% 

25.5% 

5.4% 

2.6% 

2.8% 

57.1% 

CAUtL 3 

8.9% 

8.1% 

2.6% 

0.7% 

0.8% 



1.3% 

1.4% 

0.7% 

0.3% 

0.5% 

4.2% 


0.0% 

0.1% 

0.0% 

0.0% 

0.0% 

0.1% 


35.5% 

43.0% 

10.6% 

4.7% 

6.3% 



Source: PwC computation based on data provided by NCUA 


As the tables above illustrate, that the distributions for FCUs and FISCUs across asset size / CAMEL 
rating grouping is not dissimilar for the period in question. Consequently, using the overall percent of 
“insurance-related" hours based on the Examination Time Survey for FCUs to the total imputed 
FISCUs examination hour is not likely to undermine the accuracy of the results. Nevertheless, there is 
no certainty that this will continue to be the case in the future. 

Conclusion 

Based on PwC's review, the exclusion of an estimate of “iixed/overhead costs" that SSAs incur in their 
performance of "insurance-related" activities can lead to a potential underestimation of the Imputed 

SSA Value relative to the actual "insurance-related" costs incurred bv the SSAs and borne bv the 

FISCUs through the operatino fees paid bv them. Application of the overall percent of "insurance- 

related" hours based on the ETS implemented for FCUs to the total examination hours imputed for 

FISCUs in order to calculate an estimate of the total "insurance-related" hour for FISCUs is not 
unreasonable given that the distributions of FCUs and FISCUs across asset size and CAMEL ratings 
Is not dissimilar. 

Recommendations 

The Imputed SSA Value is one of the most critical inputs to the OTR calculation and has an imprortant 
bearing on how concerns related to equity between FCUs and FISCUs are addressed (as explained 
under the relevant section on equity below). To this end, the Imputed SSA Value should reflect an 
estimate of the "insurance-related" costs incurred by SSAs and borne by the FISCUs through the 
operating fees paid by them. 

Ann estimate of SSAs' overhead-type costs should be incorporated in the current calculation of the 
Imputed SSA Value. The SSA fixed/overhead costs could be estimated as a percentage of the 
current Imputed SSA Value based on NCUA's estimate of SSAs' cost structure and a corresponding 
figure for NCUA.*'' 

5.2.5. Insured Asset Shares 

The basis used for allocating the total insurance costs between FCUs and FISCUs is the ratio of 
insured assets of FCUs and FISCUs respectively to the total insured assets of all credit unions 
(refened to in this document as the Insured Asset Shares). By using this as the allocation basis, the 


" It is recommended that NCUA estimate the overhead-type costs that are incurred by SSAs and incorporate this 
estimate in the Imputed SSA Value computab'on. Due to the potentially excessive administrative burden 
associated with estimating this figure for each SSA (especially given the limited availability of data on specific 
SSAs), the overhead-type costs could be estimated by referencing NCUA's own cost structure. For example, it 
may be reasonable to assume that SSAs would have to incur overhead costs similar to NCUA's Office of the 
Chief Financial Officer and the Office of the Chief Information Office in their conduct of insurance related 
activities. The insurancre reiated component of NCUA's rxrsts for the Office of the Chief Financial Officer and the 
Office of the Chief Information Office were estimated as $1.5 million and $2.7 million respectively in the 2010 
OTR calculation. This figure amounts to 5.4 percent of the insurance related cost incurred by the NCUA regional 
office and field ($79,7 million). Applying this percentage (i.e. 5.4 percent) to the cost of full time equivalent 
positions for FISCUs ($21.2 million) as determined under the Imputed SSA Value calculation, the SSAs' 
overheari-type costs can be estimated as $1 .1 million. 
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"insurance-related" costs included in by the OTR "apportioned" between FCUs and FISCUs in a 
manner that mirrors the basis used to determine how premiums from NCUSIF are charged to the 
credit unions and how dividends are paid out. When NCUSIF transfers funds to NCUAOF through the 
OTR, the funds that are potentially available for dividends to be paid out to FCUs and FISCUs will 
decrease for each credit union In proportion to the credit union's insured assets. Similarly, in the case 
that NCUA assesses an insurance premium payment by FCUs and FISCUs to NCUSIF; the premium 
is paid as a percentage of the insured assets. Thus the "insurance-related" costs through the OTR 
are ultimately “borne" by FCUs and FISCUs by ttie effect It has on dividend paid by NCUSIF to the 
credrt unions the premium charged to them each of which is done on the basis of the credit union's 
insured assets. Thus, the OTR "burden" for FCUs and FISCUs Is always proportional to their insured 
assets. Therefore, it is imperative that the OTR calculation takes into account the same asset 
allocation basis to allocate the insurance costs between FCUs and FISCUs which is consistent with 
the mechanism used for the determination of dividend payouts/premium charges. 

The OTR is ultimately be "borne" by FCUs and FISCUs in proportion to their insured assets. If a 
different allocation basis was used to allocate the total insurance costs between FCUs and FISCUs, 
as discussed above, this would create a distortion between the insurance costs that were intended to 
be borne by FCUs and FISCUs (e.g. according to the different allocation base) and the true costs that 
would be borne by FCUs and FISCUs through the mechanism governing how the dividend or 
insurance premium is assessed. 

Conclusion 

Based on PwC's review, the use of the share of insured asset as the basis to allocate the insurance 
costs between FCUs and FISCUs was found to be reasonable and aoDropriate. 

5.2.6. Sensitivity Analysis 

The purpose of this section is to quantify the impact of changes in some of the inputs in the OTR 
calculation discussed above on the final OTR so as to indicate the relative importance of each of 
these inputs. 

ETS Results 

Table 9 and Table 10 provide the sensitivity of the OTR calculation due to variations in the ETS results 
for the Federal Examination Program or the Federal Supervision Program when the ETS results vary 
by five percentage points and ten percentage points. For the OTR calculation, an increase in the 
percentage of regulatory activities as determined from the ETS will decrease the amount of cost 
associated with NCUA insurance activities and will subsequently decrease both the OTR in 
percentage terms and the USD amount. Based on the sensitivity analysis, for the Federal 
Examination Program, a five percentage point Increase in the percentage of regulatory related 
activities will result in a 0.8 percentage point decrease in the OTR and $1.5 million reduction in the 
USD amount of the OTR. Similarly, for the Federal Supervision Program, a five percentage point 
increase in the percentage of regulatory related activities will result in a 0,6 percentage point decrease 
in the OTR and $1 .1 million reduction in the USD amount of the OTR. Similar results hold for the ten 
percentage point increase and decreases in the percentage of regulatory related activities. 

j 
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Table 9; Sensitivity analysis - percentage of regulatory related activities (Federal Examination 

Program) 


Change in percentage of regulatory 
related activities - Federal 
Examination Program 

Change to percentage OlH 

Change to USD amount OUt (in 
million USD) 




-5% 

0.8% 

1.5 





+10% 

-1.5% 

(3.1) 


Source: PwC computation based on data provided by NCUA 


Table 10: Sensitivity analysis - percentage of regulatory related activities (Federal Supervision 

Program) 


Change in percentage of regulatory 
related activities > Federal 
Supervision Program 

Change to percentage OTR 

Change to USD amount OTR (in 
million USD) 




-5% 

0.6% 

1.1 




+10% 

-1.1% 

(2.2) 


Source: PwC computation based on data provided by NCUA 


Other Allocation Factors 

Table 11 provides the sensitivity of the OTR caiculatlon due to variations In the Other Allocation 
Factors for Other NCUA Cost Centers when these factors vary by five percentage points and ten 
percentage points, respectively. For the OTR calculation, an increase in the percentage of regulatory 
related acfivities for Other NCUA Cost Centers will decrease the amount of cost associated with 
NCUA Insurance activifies and will subsequently decrease both the OTR in percentage and the USD 
amount of the OTR. As shown in Table 6, the overall percentage of regulatory related activities was 
estimated to be 30.7 percent. Based on the sensitivity analysis, for Other NCUA Cost Centers, a five 
percentage point increase in the percentage of regulatory related activities will result in a 2.1 
percentage point decrease in the OTR and $4.3 million reduction in the USD amount of the OTR. A 
ten percentage point increase in the percentage of regulatory related activities will result in a 4.2 
percentage point decrease in the OTR and $8.5 million reduction in the USD amount of the OTR. 


Table 11: Sensitivity analysis - percentage of regulatory related activities (Other Allocation 

Factors) 


Change in percentage of regulatory 
related activities • Other Allocation 
Factors 

Change to percentage OTR 

Change to USD amount OTR (in 
million USD) 




-5% 

2.1% 

4.3 

.MMKiMMEi.V/— aw 


(43) 

+10% 

-4.2% 

(8.5) 


Source: PwC computation based on data provided by NCUA 


Imputed SSA Value 

The 2008-09 Imputed SSA Value was calculated to be $21.1 million. For the OTR calculation, an 
increase in the amount of the Imputed SSA Value will increase the Total System Insurance Costs and 
subsequently increase the amount of costs on the insurance activities allocated to credit unions 
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according to the Insured Asset Share. An increase in the amount of the Imputed SSA Value also 
translates Into an increase in the amount of the insurance costs borne by FISCUs through operating 
fees paid to SSAs. With only a portion of the Increase in Imputed SSA Value allocated to FISCUs and 
the amount of insurance costs borne through operating fees increased by the whole amount of the 
increase in the Imputed SSA Value, the amount of the Insurance costs borne through the OTR by 
FISCUs will decrease. Subsequently, the OTR in percentage terms and the USD amount of the OTR 
will decrease with the increase in the amount of the Imputed SSA Value. 

Table 12 provides the sensitivity of the OTR calculation due to variations in the Imputed SSA Value 
when this value varies by $3.0 million, $5.0 million and $10.0 million, respectively. Based on the 
sensitivity analysis, a $5.0 million increase in the amount of the Imputed SSA Value will result in a 3.0 
percentage point decrease in the OTR and $6.0 million reduction in the USD amount of the OTR. 
Similar results hold for the $3.0 million and $10.0 million increase and decreases in the amount of 
Imputed SSA Value. 


Table 12; Sensitivity analysis - Imputed SSA Value 


Change in Imputed SSA Value 
(in million USD) 

Change to Percentage OTR 

Change to USD amount OTR (in 
million USD) 




(5-0) 

3.0% 

6.0 

■; 'V,;. '■ 



3.0 

-1.8% 

(3.6) 



ilia ‘®®> 

10.0 

-6.0% 

(12.0) 


Source: PwC computation based on data provided by NCUA 


5.3. Equity 


Equity considerations require that the calculation and administration of the OTR should not, ex-ante 
and for reasons beyond the control of the credit unions, favour or disadvantage one type of credit 
union (i.e. federal versus state chartered) over another. FCUs indirectly "bear" "insurance-related” 
costs through the OTR that is administered by NCUAOF for NCUSIF (and which impacts the amount 
of premiums charged or dividends paid) as well as directly through the operating fees paid by FCUs to 
the NCUA. Similar to this, FISCUs indirectly "bear” "insurance-related" costs incurred by NCUA 
through the OTR that is administered by NCUAOF for NCUSIF as well as directly bear the "insurance- 
related" costs incurred by the respective SSAs through the operating fees charged by them. 

A widespread concern in industry, especially among FISCUs and the associated industry groups, is 
that the exisUng calculation and administration of the OTR inherently disadvantages FISCUs relative 
to FCUs. The basis for this concern is the argument that a higher OTR (due to a higher proportion of 
NCUA's budget being characterized as "insurance-related" costs) adversely affects both FCUs and 
FISCUs through its impact on premiums charged (or dividends paid) by NCUSIF (on the basis of 
Insured Asset Shares), in addition, the higher OTR specifically and favourably affects FCUs through a 
one-fbr-one reduction in their operating fees (given that a higher proportion of the NCUA budget is 
covered by the OTR). Under this view, a higher OTR (through an ovenestimation of the NCUA 
budget's composition of "insurance-related" costs) effectively amounts to a cross-subsidy by the 
FISCUs (that are insured by NCUA through NCUSIF but chartered and regulated by state authorities) 
to the FCUs (that are insured as well as chartered and regulated by NCUA). 

In order to assess the validity of this concern, PwC reviewed the OTR Methodology, specifically with 
respect to the steps associated with the calculation of the Imputed SSA Value to highlight the following 
observations: 

• First, the inclusion of the Imputed SSA Value step ensures that of NCUA's total costs that are 
determined to be "insurance-related" ($140.3 in 2010) only a portion ($115.0 in 2010) are 
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received via the OTR while the remainder ($25.3 million in 2010) is recovered only from FCUs 
through the operating fees paid by them; 

■ Second, the higher the Imputed SSA Value, with all other factors held constant, the greater 
the amount of NCUA's total "insurance-related" costs that are recovered solely from FCUs 
through their operating fees; 

■ Third, the factors that result in a higher portion of NCUA's budgeted costs being classified as 
"insurance-related" (e.g. ETS results) are also used in the calculation of the Imputed SSA 
Value; and, 

• Finally, to the extent that the Imputed SSA Value is an unbiased and fair estimate of the 
"insurance-related" costs incurred by SSAs on the FISCUs, the OTR Methodology yield an 
equitable outcome in terms of the proportion of "insurance-related" costs "borne" by the FCUs 
and FISCUs, respectively, through the OTR versus that which is paid for by them via their 
respective operating fees paid to the separate regulators. 

PwC reviewed the OTR calculafon and found that the OTR calculation is designed to ensure that 
insurance costs borne through the operating fees and the overhead transfer is the same for FCUs and 
FISCUs if the imputed SSA Value provides a reasonable estimate of the insurance costs incurred by 
SSAs and borne by FISCUs through operating fees. FCUs and FISCUs are paying a part of the 
insurance costs through the overhead transfer and are paying the rest through their operating fees to 
NCUA and SSAs. Table 13 below shows that with respect to the 2010 OTR,, the ratio of the 
"insurance-related" costs borne through the OTR relative to the total insurance costs (i.e. including 
that which Is paid for via the respective operating fees) is the same for FCUs and FISCUs, to the 
extent that the Imputed SSA Value is a reasonable estimate of the actual SSA ’Insurance-related’ 
costs. 


Table 13: FCUs and FISCUs Insurance costs 
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Additionally, in order to evaluate the concern among FISCUs and associated industry groups, PwC 
analyzed the raBb of total operating fees to total insured assets (the "Operating Fee to Insured Asset 
Share") for the FCUs and compared this to the corresponding rafio for FISCUs, While this comparison 
is clouded by the differences between regulations governing the chartering of FCUs versus those for 
FISCUs, it was nevertheless applied under the view that if the OTR Methodology inherently favoured 
the FCUs versus FISCUs, this is likely to be reflected in a lower Operating Fee to Insured Asset Share 
for FCUs relative to FISCUs.'® 

Table 14 below shows the Operating Fee to Insured Asset Share for FCUs and FISCUs for 2007 
through 2009. Based on this there does not appear to be a reasonable basis to conclude that the 
OTR favors one type of credit unions over another. 


The state operating fees are the cumulative fees across all state charters. The aggregate fees, to some extent, 
mitigate the concerns associated with the variability across states. 
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Table 14: Operating fee to Insured Asset Share (2007 - 2009)’® 


% Operating fees / Amount of insumd asset 
shares 

FCUs 

FISCUs 

^ ». * ^ r-J 

Wy 1. 



2008 

0.0201% 

0.0214% 


M-cIi -i 


Average 2007 - 2009 

0.0205% 

0.0192% 


Source: PwC computation based on data provided by NCUA 


Conclusion 

Based on PwC's review, there was no reasonable basis to conclude that the OTR Methodology ex- 
ante and for reasons beyond the control of the credit unions, favours or disadvantages any one type of 
credit unions fi.e. federal versus state chartered) over another. 


5.4. Reasonable Administrative Burden 

The OTR Methodology needs to balance the objectives of transparency, accuracy and equity as listed 
above, while keeping costs of implementation manageable. The OTR Methodology should be easily 
implementable without any unnecessary and unrealistic administrative burden. 

Conclusion 

Based on PwC's review, even though the calculation methodology is a multi-lavered complex 

algorithm, the costs and burdens of imolementation were not viewed bv management as significant 

impediments. 


Appendix B presents the 2007 - 2009 financiai data used for the calculation. 
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6. Conclusion 


6.1. Overview of Approach 


PwC has been engaged by NCUAto evaluate the OTR administered between NCUAOF and NCUSIF. 
To complete this study FhwC undertook the following steps: 

1) Conducted interviews with and requested key information from NCUA personnel identified as 
being relevant in order to develop a comprehensive understanding regarding the NCUA's 
OTR Methodology, the constituent steps and underiying assumptions; 

2) Identified and conducted interviews with "key stakeholders" in the U.S. credit union system 
that included credit unions and trade associations for federal and state charter credit unions 
as well as that for the state regulatory authorities; 

3) Identified the stakeholders' views on attributes that an appropriate OTR Methodology should 
possess as well as the concerns and issues with regards to the current OTR Methodology as 
perceived by these stakeholders; 

4) Developed a set of criteria to evaluate the current OTR Methodology based on the concerns 
and issues identified by the key stakeholders; and 

5) Evaluated NCUA's cument OTR Methodology against the set of criteria so as to arrive at a 
(inclusion on the soundness and reastmableness of the current OTR Methodoiogy and 
develop recommendations and suggestions for improvement 

Based on the interviews and the material, F'wC identified the foilowing criteria for purposes of 
evaluating the current OTR Methodology and recommending possible 
revisions/amendments/modifications for NCUA's consideration: 

1) Transparency - The OTR Methodology and its underiying steps, assumptions and data 
sources should be communicated clearly and regularly to stakeholders in the credit union 
system so as to develop broad and consrstent understanding among them. Of fundamental 
importance to the computation of the OTR is the distinction between activities and associated 
expenses deemed to be associated with NCUA's role in managing the NCUSIF (i.e. expenses 
that can be characterized as being "insurance related” and thus included in the OTR) and 
others classified as those in keeping with the NCUA's role as regulator (and thus excluded 
from the OTR). Given this, the OTR Methodology should be based on a classification that 
represents a consensus (among the NCUA and other stakeholders in the credit union system) 
with regards to such activities. 

2) Accuracy - Subject to the classification of activities as "insurance related" and others, the 
calculation of the OTR should be predicated on a methodoiogy that is able to measure and 
track the expenses associated with such activities accurately and consistently across different 
regions and over time. 

3) Equity - The calculation and administration of the OTR should not, ex-ante, favour or 
disadvantage one type of credit unions (i.e. federal versus state chartered) over another. 

4) Reasonable administrative burden - The OTR Methodology needs to be such as to balance 
the objectives of criterion 1 through 3 while keeping costs of implementation manageable. 
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6.2. Summary of Conclusions 


The findings and conclusions of this study, which are based on the analysis of all available facts and 
circumstances, are as follows: 

6.2.1. Transparency 

Based on PwC’s review, the OTR Methodology was considered lacking in terms of the extent to which 
the classification of NCUA's activities between insurance and regulatory (upon which the methodology 
is fundamentally dependent) represents a consensual view on such a characterization in the industry. 
Further, there was ftxrnd to be dissatisfaction within the industry with respect to NCUA's efforts to 
communicate and explain the OTR Methodology in adequate detail. 

It is recommended that NCUA consider providing more visibility on how it characten'zes its activities to 
the d'rfferent industry groups and credit unions and possibly solicit their feedback with regards to the 
reasonableness and accuracy of the rdassification. NCUA should also consider steps aimed at 
making the methodology itself more transparent, along with all of the assumptions and steps that are 
utilized. Possible ways of achieving this include more frequent interactions with the stakeholders 
through different channels (e.g. meeting, publications, etc.). 

6.2.2. Accuracy 

PwC analyzed the following five elements from the perspective of their ability to arxurately and 
consistently "measure" the expenses associated with the management of NCUSIF incurred on behalf 
of all federally-insured credit unions: 

6.2. 2.1. Implementation of Examination Time Survey - Education and Training of Examiners 

Based on PwC's review, the current definition of insurance and regulatory activities ts appropriately 
communicated to the examiners through well-situctured tools and training mtxlules. The prtxtess 
provides enough resources available for examiners to leam about how to fill the Examination Time 
Survey. 

6. 2.2.2. Examination Time Survey Reliability 

Based on PwC's review, the stabstical methcxiology used by NCUA to estimate the non-insurant:e 
percentage of workload hours for each prxrgram in order to determine the OTR can be considered 
reasonable. While the sampling methodology obtains representation acrtJss regions, SE Groups, 
PEs, work hours and federal credit unions, it can be improved with respect to the representativeness 
of the distribution of credit unions by asset size in the sample relative to the population. 

In order to obtain a more representative sample, it is recommended that consideration of sample 
allocation by asset size and CAMEL rating should be taken into acrrount as there appears to be some 
correlation between these characteristics and the percent of "insurance-related" work hours. 
Additionally, ft is recommended that NCUA use sample sizes that are consistent with the calculated 
sample sizes for both programs under survey, and specifically, that NCUA consider increasing the 
sample sizes for the Federal Supervision (Code 22) Program. 

6. 2. 2-3. Other Allocation Factors 

Based on PwC's review, the Other Allocatiori Factors used to detenmine the Insurance/regulatory 
percentage of costs for Other NCUA Cost Centers were not found to be based on methods that can 
be considered as objective and verifiable as the ETS results used to determine the equivalent split for 
examiner costs. Given that these costs for Other NCUA Cost Centers constitute a significant portion 
of NCUA's overall budgeL the final OTR as determined based on these Other Allocation Factors as an 
input can potentially be "distorted". 
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It is recommended that NCUA consider adopting a more formal and documented process for 
determining the Other Allocation Factors that are based on standard and consistent criteria. 

6.2!2.4. Imputed SSA Value Calculation 

Based on PwC's review, the exclusion of an estimate of "overhead-type costs' that SSAs incur in their 
performance of "insurance-related" activities can lead to a potenHat underesfmation of the Imputed 
SSA Value relative to the actual "insurance-related" costs incurred by the SSAs and borne by FISCUs 
through the operating fees paid by them. Application of the overall percent of "insurance-related" 
hours based on the ETS implemented for FCUs to the total examination hours imputed for FISCUs in 
order to calculate an estimate of the total "insurance-related" hour for FISCUs is not unreasonable 
given that the distributions of FCUs and FISCUs across asset sizes and CAMEL ratings is not 
dissimilar. 

It is recommended that the Imputed SSA Value should reflect an estimate of the "insurance-related" 
costs incurred by SSAs and borne by FISCUs through the operating fees paid by them. An estimate 
of SSAs' overhead-type costs should be incorporated in the current calculation of the Imputed SSA 
Value. The estimate of SSAs' overhead-type costs could be calculated as a percentage of the current 
Imputed SSA Value based on a corresponding figure for NCUA. 

S.2.2.5. Insured Asset Shares 

Based on PwC's review, the use of insured assets as the basis to allocate the insurance costs 
between FCUs and FISCUs was found to be reasonable and appropriate. 

6.2.3. Equity 

Based on PwC's review , there was no reasonable basis to conclude that the OTR methodology ex- 
ante and for reasons beyond the control of the credit unions, favours or disadvantages any one type of 
credit unions (i.e. federal versus state chartered) over another. 

6.2.4. Reasonable Administrative Burden 

Based on PwC's review, even though the calculation methodology is a multi4ayered complex 
algorithm, the costs and burdens of implementation were not viewed by management as significant 
impediments. 
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Appendix A. 2010 OTR Calculation Steps 


The following provides the 2010 OTR calculation steps from the NCUA Board Action Memorandum on 
2010 OTR dated November 19, 2009. 


STEP 1 - Workload Program (2010) 





Examiner lime survey. 
Examiner lime survey. 
nSCU work is 
insurance-related. 
HSCU work is 
insure nce-related. 


11,139 ECU time uses examiner 
time surx'ey. FISCU 
portion at all insurance- 
related. 



FOM & Chartering 


RCMS 


Small Credit Unions 


3,000 Regulatory program. 


0 

403 I Regulaioiy program. 


0 NCUSIF risk 

management program. 

606 AIbcalion based on % 

from time surveys. 

17,629 For FCUs is a regulatory 
program. However 
approximately 10% of 
the time in this program 
is related to work in 

nscus. 


CUSO Exams 

1,500 

0% 

0 

NCUSIF risk 
management program. 

Total Special 

Program 

31.45! 

nfa 

21,6-38 


Total Core & 

Special Programs 

696.316 

nfa 

216,763 


Pen ent of Workload Programs deyoted to 
NCUA’ sNon-In.surance Role- 
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ICqstArea ^ ■ 

2010,F.inancial Budgets 


STEP 2 - Financial Budget (2010) 





Ngp: 

aurancc- ■ ' ' Insiin 
IS',.;.*-: 


in- I 
Vgce' 
(*M) • 


Divisions of Insurance: 

Primarily non-insurance (regulatory) 
function involving chartering and fields of 
membership, net of work related to share 
insurance coverage for members and 
FISCUs. 

$5.1 

71% 

wTe 

Afl Other Region Costs: 

Based on non-insurance related portion of 
core and special workload programs. 

$115.8 

, ,31% 

f ' iVt' 

$36.0 

Asset Management Assistance Center 
and Assistance Program: 

NCUSIF function that handles liquidation 
payouts, manages assets acquired from 
liquidations and assistance programs, and 
manages recoveries tor the National Credit 
Union Share Insurance Fund. 

$3.5 

0% 

$0.0 

Office of Small Credit Unions: 

Primarily non-insurance related function to 
facilitate the expansion of credit union 
services. However, 10% FISCU 
participation rate. 

$5.3 

90% 

$4.8 

Office of Corporate Credit Unions; 

NCUSIF risk management function other 
than chartering, FOM, and mergers. 

$7.9 

20% 

$1.6 

Office of Chief Financial Officer: 

Based on non-insurance percent, net of 
staff time associated with NCUSIF 
accounting. 

$7.7 

20% 

$1.5 

Office of Chief Information Officer; 
Combination of support for state, and 
federal examiners and staff related to 
hardware and software, as well as efforts 
for program development driven by 
Examination arxf Insurance. 

$13.7 

20% 

$2.7 

Office of Human Resources: 

Based on non-insurance percent, adjusted 
for Division of Training and Devebpment 
time related to training for state examiners 
and staff. 

$10.7 

20% 

$2.1 

All Other Costs: 

Based on non-insurance portion of core and 
special workload programs. Includes 

NCUA board, Office of Inspector General, 
etc. 

$31.3 

31% 

$9.7 

Total 2010 NCUA Budget 

$200.9 


S62.2 


NOTE: The totals may not reconcile due to the results of rounding 
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STEP 3 - Calculate NCUSIF Costs (2010) 


Imputed NCUSIF Costs 


. 5.;xSii»3. 

’ .Million's^ 

2010 Financial Budqet 

$200.9 

Non-Insurance Costs (see Step 2) 

- $62.2 

SSA Imputed Value 

+ $21.1 

Direct Operational Charges to NCUSIF 

+ $1.6 

TotliNCUSIFIlifipute’diGosts ‘ - 

.;-'Si->i 


STEP 4 - Allocation of NCUSIF Costs (2010) 


Insured Shares Allocation 



MEGUtS 

‘ FISCU 

Total Cost ol Providing NCUSIF Insurance 

$161.3 

$161.3 

Times Proportional Allocation Basis 

54.6% 

45.4% 

Equals Allocated InsuraricetCosts:; S; - 

■ $88:1: 



Net of Imputed SSA Value 



W.lliPlUi 

Total Allocated Insurance Costs - FISCUs 

$73.3 

Minus SSA Insurance Work Imputed Value 

$21.1 

Equals Net Cost of NCUSIF Insurance - 
FiSCUs -- 

$52.2 


Dollar Amount of OTR 




hSCU Portion of NCUA InsuranceCost r$i2!2M^ $62.8M 

115.0M 

Divided by Percentage of Insured Shares { 45.4% 54.6% 



OTR as a Percent of Budget 


* ■ 

r- 

Dollar Amount of OTR 

$115.0M 

Divided by NCUA Budget 

$200.9M 

Equals OTR 

‘■-357:2Si,-.>-.. 
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Imputed SSA Value Step 1 - 2010 
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Imputed SSA Value Step 2 - 2010 


Net Workload 


Net of Insurance-Related Time 


FISCUs • 

Hours 

Gross FISCU Exam Hours i 

316,170 

X Insurance Factor Based on Exam Time Survey 

59.6% 

;iiT'^tai¥ld§UtlihcejHdur®*)uf5R}sl<^Bas&d;Schieduling 

188,469 ' 


Net of Risk-Based Scheduling 



Hours. 

Total Insurance Hours w/out Risk-Based Scheduling 

188,469 

- Not Eligible for Deferral Hours 

181,084 

"SEIigibl^fSlijDeferral - 

7.385 

X Adjustment for Risk-Based Scheduling 

66.7% 

= Annual'Eligible for Deferral Hours*, 

, 2,462 ' . 

+ Not Eligible for Deferral Hours 

181,084 

+ Adjustment for Additional Supen/ision 

978 

=^T6tal{ FISCU . Houtis^vitK ;RiSl^SaSid;SdhpdulirKK. . 

, .186{9i5- - 


NetofNCUATimein FISCUs 



Hours. ■ 

Total FISCU Hours with Risk-Based Scheduling 

186,986 

+ 2010 Budgeted Supervision Hours 

40,242 

- 2010 Budgeted Insurance Review Hours 

90,542 

- 2010 Budgeted State Exam Report Review Hours 

7,963 

Totali^ditidnaTFISGU'irii^urande HdursNeeded;^ 

, .1^,723 
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Imputed SSA Value Step 3 - 2010 


Additional Staff Needed 





’■ • P 

2010 Core and Special Workload Program Hours 

696,316 

/ Total 2010 Workload Program Hours 

1,272,649 

= Productivity Ratio . 

- 54 7% 

Total Work Hours in a Year Per Full Time 
Equivalent (FTE) 

2,080 

X Productivity Ratio 

54.7% 

= Productive Hours-per FTE Examiner- 

1 138 


Number of Examiners Needed 


‘ ■ C ‘.'‘■''1. , ‘-'I.'-' -'••J 


Net Additional FisCU Hours Needed 

128,723 

/ Productive Hours per FTE Examiner 

1.138 

^■sNdmieidflAdditiSMililiBEjicltTiiflei^ 

: 113.1 


Total Additional Staff Needed 

icr '■■"■'I ~«“iK i> f ■ — • 


Is ' l-y ASjSifi 



Examiners 

1/1 

113.1 

Supervisory Examiners 

1/9 

12.6 

Analysts 

1/15 

7.5 

Directors 

1/25 

4.5 

Other Regional Staff 

1/20 

5.7 

= NumtieSibfsAdditiQrial FTEs Needed 


143.4 B 
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Imputed SSA Value Step 4 • 201 0 

Imputed Cost 


Gross Cost 


Total Cost of Reqions (201 0 Budqet) 

S120.36D.762 

/ FTEs in Regions (2010 Budget) 

816.25 

= Por Regional FTE Cost, ^ > 

$148,068' , 

X Number of Additional FTEs Needed 

143.4 


$21 2M 


Net Cost 



Milhous. 

Cost of Additional Regional Positions 

$21.2 

+ Additional OHR Costs (12.9% of $10.7 million 
budget) 

$1.4 

- SSA Training and Equipment Cost 

$1.6 

7=NmputediSSA“Value'''*7 r 
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Appendix B. 2007, 2008 and 2009 Operating Fee to 
Insured Asset Share 


Table B-1: 2007 Operating fee to Insured Asset Share 


2007 (in million USD) 

Total 

FCUs 

FISCUs 

f. - . 

^ i 

B 


j Amount of insured asset ^ares 

560,832 

308.917 

251,915 





% Operating fee insured Asset Share 


0.0207% 

0.0195% 


Table B-2: 2008 Operating fee to Insured Asset Share 


2008 (in million USD) 

Total 

FCUs 

FISCUs 


S ' ■ 


K ' ' ' 

Airaunt of Insured asset shares 

658,900 

360,418 

298,482 

- .‘' 'I ‘1 



^ '■* 

% Operating fee /Insured Asset Share 


D.0201% 

0.0214% 


Table B-3: 2009 Operating fee to Insured Asset Share 


2009 (in million USD) 

Total 

FCUs 

FISCUs 



S. ' ■- 



i^nount of insured asset shares 

724.800 

395,741 

329,059 




S 

% Operating fee /Insured Asset Share 


0.0206% 

0.0171% 


Table B-4: Average 2007 - 2009 Of^rating fee to Insured Asset Share 


Average 2{H}7 > 2009 (in million USD) 

Total 

FCUs 

HSCUs 

OF nj e 




Amount of Insured asset shares 

Ml 1/7 


293,152 

F 


- " -1 




■ Operating fee /Insured Asset Share 


0.0205% 

0.0192% 


Source: PwC computation based on data provided by NCUA and data from 2007, 2008 and 2009 NCUA financial 
statements 
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House Subcommittee on Financial Institutions and Consumer Credit 
Hearing on National Credit Union Administration Operations and Budget 
July 23, 2015 

Questions for Debbie Matz, Board Chairman, National Credit Union Administration, from 
Congressman Mick Mulvaney 

1. Chairman Matz, during the hearing you said several times that credit unions do not 
represent their members. This was startling news for me to hear, as well as for a number 
of other Subcommittee members. I’m sure the credit unions were equally shocked, and 
public statements from credit union CEOs and trade organizations bore that out in the 
days following the hearing. Since making those statements, you released a statement to 
apologize to the credit unions, but not to the members of the Committee for your statement 
or your demeanor. Chairman Matz, do you also apologize to the Subcommittee? How do 
you explain your remarks and follow-up statements? 

My statements on this issue at the hearing were made specifically in the context of discussing 
credit union participation in the preparation of NCUA’s operating budget. I believe credit 
unions, in general, represent their members’ interests extremely well. It was certainly not my 
intention to offend any members of the Subcommittee, credit union managers, or trade 
association executives. 

During my testimony, I emphasized the importance of NCUA being an independent regulator 
that protects the deposits of more than 100 million credit union members. In order to do so, I 
believe that NCUA must be staffed adequately and have independent control of the agency’s 
budget. I made the point that, in my opinion, stakeholder involvement in NCUA’s budget 
process could ultimately undermine the ability of this agency to protect the nearly $1 trillion in 
savings entrusted to the more than 6,100 credit unions NCUA insures. Reducing NCUA’s 
budget and examination program could end up costing those members in the event of another 
financial crisis. In this context, I do not believe that a credit union supporting reduced examiners 
and NCUA exam hours is necessarily representing the best interests of its members nor the credit 
union system’s overall safety and soundness. 

Regrettably, some observers construed my comments as a lack of faith in credit union leadership, 
which is not at all what 1 intended and not what 1 believe. It is for that misconception that I 
apologized. 

I have served two terms on NCUA’s Board. I have been an executive vice president and chief 
operating officer at a large credit union. I have a deep belief in the importance of member- 
owned credit unions offering affordable services to millions of Americans, and I am dedicated to 
protecting the credit union system and the members who belong to credit unions. 

I believe firmly that the public has every right to expect government agencies to operate 
prudently, effectively, and at a reasonable cost. NCUA and the credit union system paid billions 
of dollars in losses for years of cost-cutting before the Great Recession that hindered our ability 
to do our jobs during the financial crisis. Cleaning up that disaster and retooling to prevent its 
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recurrence required investment in staff, training, and tools to do the job right. I have always 
insisted every NCUA office justify every expense, and I will continue to do that. At the same 
time, 1 will continue to make protecting credit unions and their members’ savings my top 
responsibility. 

I do want to make clear, however, that I take very seriously the agency’s dual mission as insurer 
and regulator to provide through regulation and supervision, a safe and sound credit union 
system. I also am a firm believer in transparency. To that end, NCUA is a peer leader in budget 
transparency. The budget resource page on NCUA’s website provides over 80 documents 
detailing, among other things, line-item budgets for each staff office.' 

2. I frequently hear from credit union members and officers in South Carolina that they want 
the NCUA to be run effectively to assure safety and soundness. However, these members 
also expect efficiency from NCUA just as NCUA expects it from the credit unions. Funds 
that are extracted from credit unions to pay for NCUA expenses are dollars that could 
have been used to fund loans or support other member-related activities. Do you still 
believe that the agency’s budget is not a credit union interest or concern? Please explain 
why or why not. 

First, I agree that every credit union should be a careful steward of its members’ funds. 

Likewise, NCUA has a responsibility to be a careful, efficient, and effective steward of both the 
Share Insurance Fund and the money it receives to fund its operations from credit unions. 

It is understandable that any credit union would want to minimize its costs, including NCUA’s 
budget. However, keep in mind that NCUA’s annual budget represents only 0.02 percent of 
credit union assets. 

An underfunded regulator is not in the best interests of the credit union members whose life 
savings are protected by well-trained examination staff with the resources to conduct thorough 
safety and soundness exams. In fact, based on 10 years of conversations with credit union 
volunteers and management across this country, they seem to understand that. 

Since the hearing, even with all the subsequent credit union trade group and trade press attention 
to the budget hearing issue, I can note for the record that I have received only six letters from 
credit unions expressing any concerns about the NCUA budget, including five letters from 
California and Nevada with points very similar to documents produced by trade associations. 

That stands in stark contrast to the volume of letters and comments I receive regularly in support 
of removing regulatory and statutory barriers, such as to facilitate member business lending or 
expand field-of-membership rules. 

So, in summary, I believe the NCUA budget is a concern for trade associations and perhaps some 
credit unions, but it is neither a top-tier nor a top-of-mind issue for the vast majority of credit 
union officials, given other priorities and regulatory burden challenges they face. In fact, as 
stated above, the NCUA budget represents only two basis points of total credit union assets. 


See htlp:/A\’^^'.ncua.gov/ahout/Paaes/budget.asDX . 
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3, Chairman Matz, I would like to follow up on our previous discussion concerning the 
Overhead Transfer Rate (OTR). In light of the PriceWaterhouseCoopers (PwC) report 
citing deficiencies in the agency ’s process for determining the OTR, what steps is the 
agency pianning to take to improve its transparency and accountabiiity, at ieast as they 
reiate to the OTR? Please provide details and timelines for impiementing these steps. 

During my testimony at the hearing, I announced that NCUA will formally invite credit union 
stakeholders and the public to comment on the methodology for calculating the overhead transfer 
rate. At the end of August, I then announced my intent to simultaneously invite public 
comments on the methodology for calculating the federal credit union operating fee, which funds 
the portion of the NCUA budget that is not covered by the overhead transfer. 

Specifically, I intend to call for a Board vote in January 2016 to publish both methodologies as 
public notices in the Federal Register. While these methodologies do not require notice-and- 
comment procedures based on the opinion of our Office of General Counsel, the notices will 
provide additional measures of transparency by making the process behind the agency’s two 
primary funding mechanisms more formally available for public comment. The process 
typically takes six to nine months, including at least a 30-day comment period, consideration of 
the comments and staff recommendations for NCUA Board review and action. 

Publication in January 2016 would provide ample time for interested parties to share their views 
before the Board considers a 20 1 7 budget during a discussion to be scheduled for the November 
2016 open meeting. 

We also plan in January 2016 to release for comment a draft of NCUA’s multi-year strategic 
plan. This plan drives the budget development process over several years. As always, public 
comment from credit union stakeholders on the strategic plan will be solicited. 

4. I understand that the Nationai Association of State Credit Union Supervisors 

commissioned a iegal study which concludes that the overhead transfer rate is a “rule” 
subject to the Administrative Procedure Act and that NCUA ’s current procedure to 
implement the OTR violates the APA. Have you reviewed this study and do you believe 
the OTR is subject to APA notice and comment requirements? Why or why not? 

We have reviewed the paper commissioned by the National Association of State Credit Union 
Supervisors. NCUA’s General Counsel advises that the overhead transfer rate is not subject to 
the notice-and-comment requirements of the Administrative Procedure Act. I have attached our 
General Counsel’s response to the National Association of State Credit Union Supervisors, dated 
August 18, 2015. The unredaeted response is also posted on the NCUA website.^ 

At your request, staff with NCUA’s Office of General Counsel are available to discuss this issue 
further. 


^ See hHp://\\svw.nciia.i‘Ov/Legal/QtiiniQnLctters/QL2Qi 5-08 1 S.ndf . 
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5. The OCC, FDIC, and Federal Reserve Board follow the APA notice and comment process 
in determining the methodology and/or amount of their assessments and fees. Given that 
the OTR seems to have a substantial impact on the allocation of costs across the credit 
union system, why has NCUA declined to submit the OTR methodology and rate to the 
notice and comment process? Please provide copies of any and all documentation relating 
to any opinions you have relied on in determining not to submit the OTR methodology to 
the notice and comment process. 

The NCUA General Counsel’s August 1 8 letter referenced in the answer immediately above 
outlines the specific legal reasons why NCUA is not required to submit the overhead transfer 
methodology and rate to the Administrative Procedure Act’s formal notice-and-comment 
process. In addition, methodologies and other information about the overhead transfer rate and 
federal credit union operating fee are already available to the public on the budget resource 
center of NCUA’s website.^ 

To provide even more transparency, as noted earlier, I have announced my intention to call for 
an NCUA Board vote in January 2016 to publish in the Federal Register the methodologies for 
calculating both the overhead transfer rate and the federal credit union operating fee. Through 
this publication, the agency will be formally inviting credit union stakeholders and the public to 
comment on both methodologies. Publication at the start of next year will provide ample time 
for interested parties to share their views before the NCUA Board considers a 2017 budget at an 
open meeting to be scheduled for November 2016. 

Also as noted earlier, I intend to call for an NCUA Board vote in January 2016 to publish in the 
Federal Register a draft of NCUA’s multi-year strategic plan, which will drive the agency’s 
budget process over several years. 

In addition to the NCUA General Counsel’s recent response to the National Association of State 
Credit Union Supervisors about the overhead transfer rate, agency attorneys prepared an internal 
memorandum relating to the applicability of the Administrative Procedure Act’s notiee-and- 
comment provisions to the overhead transfer rate. This memorandum is protected by the 
attorney-client privilege and, accordingly, is not included those in this response. Attorneys from 
NCUA’s Office of General Counsel, however, are available to meet with your staff in person to 
discuss the memorandum. 

6. Generally speaking, an increase in the Overhead Transfer Rate has aligned with a 
decrease in operating fees for federal credit unions. Does NCUA ’s determinations 
regarding which activity is “insurance related” have a direct impact on the cost of holding 
a federal charter? If so, how does NCUA manage that potential conflict of interest when 
making adjustments to the OTR methodology? 

NCUA has used the overhead transfer rate since 1973, beginning with the adoption of federal 
share insurance for credit unions. The overhead transfer rate is designed to cover NCUA’s eosts 
of examining and supervising the risk to the Share Insurance Fund posed by all federally insured 
eredit unions, as well as the costs of administering the Share Insurance Fund. Stated simply, the 


^ See httD:/Av'ww.ncua.20v/about/raac.s/budgct.asDX . 
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overhead transfer rate represents the percentage of the agency’s incurred operating expenses paid 
for by a transfer from the Share Insurance Fund. Federally insured credit unions are not billed 
for, and do not have to remit, the overhead transfer rate amount. 

In response to suggestions from trade associations, the NCUA Board in 2003 adopted a new 
methodology for calculating the overhead transfer rate. This methodology, with various 
refinements, has been in place ever since. In 201 1, NCUA contracted with 
PricewaterhouseCoopers to independently review the overhead transfer rate methodology and its 
supporting rationale. The report found the methodology was reasonable and favored neither 
federally chartered nor state-chartered credit unions. 

This is a critical point. To be equitable, the overhead transfer rate methodology should be 
neutral with respect to charter choice. To achieve this, NCUA assigns an imputed value to the 
work done by state regulators supervising federally insured, state-chartered credit unions. In the 
methodology, the imputed state regulator value reduces the overhead transfer rate, and the 
amount is calculated on the same cost basis as the work NCUA performs supervising federal 
credit unions. 

Following the publication of the 201 1 PricewaterhouseCoopers report, trade groups urged 
NCUA to further clarify and refine the definition of “insurance-related activities” and “non- 
insurance activities.” They requested that NCUA provide more accuracy and consistency when 
examiners recorded their time. In response, NCUA conducted a regulation-by-regulation review 
in 2012 to make the application of the time survey definitions more explicit. NCUA classified 
each regulation and related examination activity as either insurance-related, insurance 
regulatory-related, or consumer regulatory-related. 

In 20 1 3, NCUA again contracted with PricewaterhouseCoopers to independently review the 
refinements. The 2013 report found the agency’s 2012 refinements more clearly and correctly 
describe examination of insurance-related and non-insurance activities. 

NCUA conducts an examination time survey each year using a statistically relevant sample of 
federal credit unions. The examination time survey definition refinements have resulted in more 
precise and consistent recording of examination time. The results of these surveys are used to 
determine the amount of time allocated to insurance- and non-insurance-reiated activities. 

Examiner time is the main driver in calculating the overhead transfer rate, and examiners are 
spending the bulk of their examinations on insurance-related matters. As a result, the overhead 
transfer rate increased in 2015. The overhead transfer rate applied to the NCUA budget 
determines the amount of the budget applicable to insurance-related activities to be transferred 
from the Share Insurance Fund. 

In addition to the overhead transfer, NCUA’s Operating Fund is financed through assessment of 
annual fees to federally chartered credit unions. The total amount collected through the 
operating fees is calculated by subtracting the overhead transfer from the total NCUA budget. 

The operating fee is allocated to federally chartered credit unions based on their asset size as of 
the prior December 3 1 . The fee is designed to cover the costs of providing administration and 
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service, as well as regulatory examinations to the federal credit union system. NCUA’s Board 
reviews the fee structure annually. 

An increase in the overhead transfer rate will result in a lower operating fee for federally 
chartered credit unions. However, it is important to keep in mind that federal credit unions cover 
the majority of NCUA’s operating expenses. Even with the current overhead transfer rate of 
71.8 percent, federal credit unions are still covering 66.4 percent ofNCUA’s operating expenses 
for 2015. That’s because federal credit unions hold a majority of insured shares. Thus, federal 
credit unions pay for a majority of the insurance activities covered by the overhead transfer rate, 
and also for all non-insurance activities through an annual operating fee assessed by NCUA. 

The table below compares the contributions of federal and state credit unions: 


Portion of Operaiing Budget covered bv 

1 cdcral Credit 
t nii ns .. 

Federally 
Insured. State- 
Chartered 
'.. Credit 1 iiioiis 

Overhead Transfer Rate x Percent ot Insured Shares 

38.2% 

(71.8% X 53.2%) 

33.6% 

(71.8% X 46.8%) 

Federal Credit Union Operating Fee 

28.2% 

0.0% 

Total 

66.4% 

33.6% 


As previously stated, the current overhead transfer rate methodology has been in use since 2003. 
NCUA has committed to publishing the methodology for comment in January 2016 and 
considered alongside the federal credit union operating fee methodology and NCUA’s next 
proposed strategic plan. This will permit stakeholders to provide input into the budget process 
from all angles. NCUA will carefully consider and respond to all comments received as part of 
this process. 

Finally, there is no evidence the overhead transfer rate or underlying methodology influence 
charter conversions from a state charter to a federal charter. 

7. The GA O studied NCUA ’s use of the OTR in 1991, and again in 2003, and noted concerns 
regarding NCUA ’s process for determining the rate. Among other things, GA O noted 
“The lack of a dear separation of the insurance and supervisory functions," within 
NCUA. What steps has the agency taken to address those concerns and ensure a clear 
distinction between supervisory and insurance-related activity? 

Actually, the 1991 GAO report studied whether supervision of the Share Insurance Fund should 
be separated from the other functions of the NCUA Board. The report concludes it was not 
necessary to separate the Share Insurance Fund from NCUA. The GAO report states, 
“Separation of [Share Insurance Fund] from NCUA’s chartering, regulation, and supervision 
responsibilities would not, based on these analyses, by itself guarantee either strong supervision 
or insurance fund health. And such a move could result in additional and duplicative oversight 
costs. In addition, it can be argued that a regulator/supervisor without insurance responsibility 
has less incentive to concern itself with insurance costs, should an institution fail.” 
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GAO did recommend that NCUA establish separate positions for a Director of Supervision and a 
Director of Insurance, each reporting separately to the Board. GAO indicated this 
recommendation was to ensure discussion of trade-offs, such as weakened supervision over 
timely insurance action, would be elevated to the Board level “to ensure that [Share Insurance 
Fund] will, in the future, continue to be protected.” GAO addresses this as a general issue, not 
specifically related to the overhead transfer rate. It should be noted GAO did not repeat this 
recommendation in its 2003 review, but did suggest further improvements to the OTR process. 

NCUA’s supervisory and insurance functions are inherently complementary and inextricably 
linked. NCUA’s mission is to protect the safety and soundness of the credit union system, as 
well as enforce applicable laws and regulations to protect consumers and the integrity of the 
financial system. Ensuring the safety and soundness of the credit union system is the primary 
means by which NCUA protects the Share Insurance Fund and, ultimately, the taxpayers. 

NCUA has established a reasonable measure of separation of its supervisory and chartering 
functions. NCUA created a separate Office of Consumer Protection responsible for chartering 
credit unions, administering fields of membership, and providing direction and leadership for 
consumer protection laws. NCUA’s Office of Examination and Insurance provides overall 
direction and leadership for the agency’s safety and soundness examination program. The 
director of the Office of Examination and Insurance also serves as the president of the Share 
Insurance Fund. In the capacity as president of the fund, this position reports directly to the 
NCUA Board. 

Also, examination and supervision of federally chartered credit unions and federally insured, 
state-chartered credit unions is conducted by NCUA’s five regional offices and the Office of 
National Examinations and Supervision. Each field director reports to the agency’s executive 
director. This structure provides for a reasonable measure of checks and balances on the 
different roles within NCUA, and the president of the Share Insurance Fund has direct access to 
the NCUA Board for any matters that could unduly compromise the fund’s health. 

As it pertains to the overhead transfer rate, NCUA has explicitly identified insurance-related 
functions. As noted in our response to the previous question, NCUA has defined insurance- 
related functions and conducted a regulation-by-regulation review in 201 2 to make the allocation 
of time and expenditures more explicit. In 2013, NCUA again contracted with 
PricewaterhouseCoopers to independently review the refinements. The 2013 report found the 
agency’s 2012 refinements more clearly describe insurance and non-insurance related activities. 

H, You testified that the NCUA Office of General Counsel directed the PwC’s report to he 
redacted before it was posted. How is it possible that you were not aware of this until 
almost 4 years later? 

FOIA requests are processed by staff in the Office of General Counsel. When the agency 
receives a FOIA request, FOIA staff consult with the office responsible for the subject records to 
identify those records that are responsive to the request. Staff then determine whether the 
records or any portions are releasable or exempt, in whole or in part, from release. 
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Generally, NCUA Board members do not receive notice or copies of FOiA requests or FOIA 
determinations unless the subject records specifically pertain to the Board members or unless 
other aspects of the FOIA request concern sensitive matters for the agency. As noted during my 
answer to your question during the hearing, I only became aware of the redacted report in my 
preparations for the hearing. At my instruction, an unredacted version of the report was posted 
on the NCUA website the following day. 

9. In light of the problems surrounding the treatment of the PwC report, the Subcommittee is 
also concerned how authority is delegated to staff from the NCUA Board. Please explain 
this process and what safeguards the Board and the agency have in place to ensure the 
Board remains in charge of the agency, as provided for in the Federal Credit Union Act. 

Management of the agency is vested in the NCUA Board, as provided in the Federal Credit 
Union Act."* The act also specifically authorizes and empowers the Board to “delegate to any 
person or persons, . .the performance and discharge of any authority, power, or function vested in 
[the NCUA Board] by this chapter.”^ 

For the sake of administrative efficiency, the NCUA Board has exercised this statutory power 
through a comprehensive set of written delegations by which operational decisions and the 
implementation of policy may be accomplished at levels within the agency consistent with 
supervisory control and sound management. All delegations are approved by the NCUA Board 
and are subject to amendment or cancellation at the direction of the NCUA Board. Any 
authority that has not been delegated is retained by the NCUA Board. 

10. The agency’s legal analysis that supported the redaction of the PwC’s report before it was 
posted raises questions about other NCUA legal interpretations, such as whether the 
agency can require supervisory information directly from Credit Union Service 
Organizations (CUSOs), which it has no statutory authority to regulate. Please provide the 
agency’s iegal analysis on the issue of the regulation of CUSOs. 

As background, the NCUA Board unanimously approved the final CUSO Risk Transparency 
rule in November 20 1 3,‘’ The final rule was published in the Federal Register along with an 
explanation of the need for the rule and a response to the comments received on the rule.’ The 
preamble to this rulemaking acknowledges that NCUA does not have direct statutory and 
regulatory authority over the operations of CUSOs. 

However, NCUA does have the authority to regulate federal credit unions’ lending and 
investment in CUSOs.* NCUA has regulated this lending and investment authority in the CUSO 
rule since 1979, when this statutory provision was implemented through the issuance of the first 
CUSO regulation.^ NCUA’s Office of General Counsel believes the proposed reporting 


“See 12U.S.C. I752a(d). 

“See I2U.S.C. 1766(d), 

‘Seet2C,F.R. 712. 

“See http://www.ncua.aov/LeeaiyDocumcnl.s/Regolations/FtR20131 l21Scrvicc()rean i7.ations .pdf . 
® See 12 U.S.C. 1 757(7)(l), 1757(5)(D). 

’ See 44 FR 12401 (March 7, 1979), 
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requirement is both historically and legally consistent with NCUA’s statutory authority to 
regulate this lending and investment authority. 

Moreover, Title 11 of the Federal Credit Union Act provides the NCUA Board with the broad 
authority to insure members’ accounts and administer the Share Insurance Fund. The title also 
allows the NCUA Board to prescribe regulations for federally insured credit unions that are 
necessary to carry out that purpose.'® All federally insured credit unions, through their 
application for insurance, have agreed to comply with those regulations. 

The lack of information on CUSOs limits NCUA’s ability to conduct offsite monitoring and 
assess any emergent risks to the Share Insurance Fund posed by CUSO operations. To protect 
the Share Insurance Fund from any such risks, it is necessary and within NCUA’s authority to 
implement regulations that require credit unions to enter into agreements with CUSOs requiring 
CUSOs to submit reports directly to NCUA and the appropriate state regulators, if applicable. 

NCUA maintains legal opinions between the NCUA Board and its Office of General Counsel are 
privileged and confidential communications, as is the practice and norm between attorneys and 
their clients and in government, and thus does not release such internal legal opinions publicly. 
These documents, therefore, are not included in this response. However, NCUA delineates the 
applicable governing legal authority clearly in the preamble of rules we propose and finalize. 

NCUA attorneys are also willing to brief any Subcommittee members or staff on the agency’s 
legal authority related to the CUSO rule at your request and convenience. 

11. During the hearing, you testified that you feared a budget hearing would negatively 
influence NCUA. Please explain how a review of the agency’s budget on the record with 
notice and comment would influence the agency in such a manner. Are you concerned 
that board members would fait prey to unscrupulous influence? How would the influence 
factor regarding the budget be different from receiving input under a notice and comment 
process on other material issues? Isn ’I more information and input consistent with our 
democratic system of government? 

My concerns about the legislation to mandate budget hearings arise from experience. When 
NCUA held public budget briefings from 2001 to 2008 during the run-up to the financial crisis, 
credit union trade groups consistently advocated for cuts to NCUA’s budget and exam hours. 
Subsequent to these hearings, the NCUA Board approved budgets that remained essentially flat. 
As shown in the chart below, these budgets did not keep an appropriate pace with growing credit 
union assets, risks, product and service complexity, industry interconnectedness, and 
concentration. 


“’See nu.s.c. 1781(b)(9), 1789(11). 
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NCUA Budget per Million of FICU Assets 
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As illustrated in the chart below, during the seven years leading up to the financial crisis, NCUA 
also cut a total of 91 staff positions — even though credit union assets had increased by 73 
percent. During this same period, NCUA’s budget as a percentage of credit union assets 
declined by 35 percent. NCUA was under-staffed and under-resourced. 



This critical pre-crisis staff reduction hurt the ability of NCUA to respond initially to the 
financial crisis. As a result, substantial staff increases were necessary for NCUA to rebuild the 
examination and supervision program necessary to ensure the safety and soundness of credit 
unions going forward. In my view, regulatory budgets should be designed to be counter-cyclical, 
precisely so budget increases are not necessarily imposed on regulated entities during times 
when they are experiencing economic stress and can least afford additional regulatory costs. 

As to how future NCUA Boards might react under pressure at public hearings to reduce NCUA’s 
budget and staffing, I simply cannot predict. But policymakers concerned about ensuring safety 
and soundness should consider the lessons of the past when trade groups had access to pre- 
decisional budget information. Rather than repeat history, NCUA needs to have the capability to 
detect and resolve problems before those problems cause credit union failures. 

The Government Accountability Office, as well as NCUA’s Inspector General, both found in 
their own reports that NCUA could have done a better job of earlier detection and resolving 
problems in credit unions leading up to and through the crisis — a shortcoming which I have 
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worked hard to rectify since becoming Chairman in 2009. Part of that is hiring and retaining 
enough experienced, well-trained examiners, which runs contrary to the budget-cutting and 
examination reductions consistently promoted by trade groups. 

In the interests of transparency and accountability, NCUA has made over 80 documents related 
to our budgets and budget processes available on our website to the public. All of this public 
budget information and transparency affords stakeholders ample opportunities to express their 
views about NCUA’s current and future budgets. Indeed, each year prior to the budget vote, the 
Board receives letters and visits from trade groups urging NCUA to reduce examinations and 
flatten the budget. 

In my view. Congress wisely designated NCUA as an independent agency, along with other 
federal financial depository regulators, such as the Federal Deposit Insurance Corporation, the 
Office of the Comptroller of the Currency, and the Board of Governors of the Federal Reserve 
System. Congress acted, in part, to insulate the agencies from political pressures from the 
financial institutions we regulate on policy and budget matters. 

I am still concerned that there is not a sufficient, well-thought-out public policy rationale to 
explain why NCUA alone is being singled out among all federal financial institutions regulators 
to be compelled to conduct public budget hearings and publish our budget each year for 
comment. Compared to our peer agencies, NCUA is clearly the most transparent in terms of the 
information we release about our budget and the budget process. 

Looking forward, NCUA Vice Chairman Rick Metsger recently publicly suggested that the 
NCUA Board should institute the practice of two-year budget cycles. This would represent a 
return to normal for NCUA, as the Board under four previous chairmen approved two-year 
budgets from 1996 to 2009. 

Now that the aftermath of the financial crisis is behind us, and we can project upcoming budget 
needs with more accuracy, 1 have asked staff to once again present a two-year budget. I agree a 
two-year budget for 2016 and 2017 would provide greater transparency to the public and greater 
certainty to stakeholders. 

12. Chairman Matz,you said during the hearing that an independent regulator is not 

answerable to the entities it regulates and it is not good government to have people who are 
regulated participate in the process of the regulator. Please explain to the Subcommittee 
how you view your role in light of the V.S. Constitution, the Administrative Procedure Act, 
directives from the Administration on openness in government, the Federal Credit Union 
Act and bipartisan concerns raised by the Subcommittee during the hearing. 

Actually, what 1 said word-for-word was: “I do not think it is good government to have the 
people who are regulated trying to participate in the budget-making process of the regulator, the 
regulator who determines how many exam hours it needs and where those hours are allocated.” 

To me, by design, an effective independent regulator must exercise independent judgment in 
pursuing industry safety and soundness. It should not be overly influenced by external political 
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concerns or pressures that may reflect narrower or self-interested perspectives, especially when 
setting a budget designed to protect federally insured financial institutions and more than 101 
million Americans who belong to federally insured eredit unions. 

When a regulator of financial institutions becomes too close to the entities it regulates, the results 
can be costly. The savings and loan industry’s influence over its regulator and insurer in the 
early 1 980s exacerbated the savings and loan erisis and resulted in catastrophic systemic losses. 
Congress subsequently responded by putting in place safeguards to protect the independence of 
financial institutions regulators. 

Please keep in mind that my answer to this question focuses on regulated entities’ influence over 
regulators’ budgets, staffing, and examination hours. On regulatory policy issues, we constantly 
welcome input and public comments on initiatives to enhance credit union operations and 
remove regulatory burdens. 

In September 201 1, 1 launched NCUA’s Regulatory Modernization Initiative to update 
regulations that limited credit unions’ flexibility and growth, without jeopardizing safety and 
soundness. Supporting this initiative. I’ve held dozens of in-person and online tovm-hall 
meetings to solicit feedback from stakeholders. These events have identified regulatory relief 
opportunities on which the agency has since acted. 

During its first four years, the Regulatory Modernization Initiative has resulted in 20 actions to 
cut red tape and provide lasting benefits to credit unions of all sizes. Specifically, NCUA has 
worked to ease 12 regulations, providing regulatory relief to thousands of credit unions. NCUA 
also streamlined four processes and issued four legal opinions providing further flexibility in 
credit union operations. Many of these regulatory improvements resulted from conversations 
I’ve had with credit union officials and volunteer board members. 

I also welcome the comments the agency receives from stakeholders during rulemakings. These 
comments help the agency improve proposed rules and identify unintended consequences. 

In the end, NCUA and stakeholders should be working toward the same goals: to protect the 
safety and soundness of America’s credit unions and to safeguard their accountholders who are 
federally insured by NCUA. 

Attachment 


• Letter to the National Association of State Credit Union Supervisors from NCUA General 
Counsel Michael .1. McKenna (August 18, 2015) 
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National Credit Union Administration 


August 18, 2015 


SENT BY CERTIFIED MAIL 

Ms. Lucy Ito 
President and CEO 

National Association of State Chartered Credit Unions 
1655 North Fort Myer Drive, Suite 650 
Arlington, VA 22209 

Dear Ms. Ito: 


Re: Legal Analysis of Overhead Transfer Rate 

This opinion letter di.sousses the legal analysis of NCUA’s Office of General Counsel on whether 
notice and comment rulemaking processes under the Administrative Procedure Act (“APA”) are 
required for NCUA’s Overhead Transfer Rate (“OTR”) methodologies and determinations. In 
addition, to fully respond to recent claims that NCUA is not APA compliant with respect to the 
OTR, this opinion reviews the arguments in a document titled “Legal Analysis Of The 
Administrative Procedure Used By The National Credit Union Administration To Adopt The 
Overhead Transfer Rate," dated June 17, 2015 and produced by the law firm Schwartz & Ballen 
LLP as a “Report to the National Association of State Credit Union Supervisors” (the “Report”). 
The Report, enclosed as Exhibit A to tliis letter, contends that the OTR is a rule under the APA 
that requires notice and comment rulemaking procedures because no APA exemption applies. 
The Report further alleges, among other things, that the OTR is a major rule for purposes of the 
APA. 

Consistent with prior legal analyses, we conclude that the APA does not require either OTR 
calculations or proce.sses to be developed under APA notice and comment requirements. 

Further, nothing in the Report provides a sound legal basis for requiring NCUA to change its 
long-held position. Finally, contrary to the Report’s conclusion, we do not believe the OTR 
process could be designated a major rule mider the Congre.ssional Review Act (“CRA”), even if 
APA notice and comment procedures applied. 

The conclusions and assertions in this opinion arc based on public information that is available to 
NASCUS and any other interested parties. The cited statutes and cases, and the circumstances to 
which they apply, are a matter of public record. By providing this opinion to the public, NCUA 
does not waive the protections of 1 2 C.F.R. § 792. 1 1 (a)(5) or the general application of 
attorney/ client privilege or attorney work product doctrines for any other legal analy.ses of the 
OTR or any otlrer matter. 


1775 Duke Street - Alexandria. VA 22314-3428 - 703-518-6300 
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Ms. Lucy Ito 
August 18, 2015 
Page 2 

Further, application of privilege doctrines or other confidentiality protections do not make 
NCUA’s legal conclusions intentionally secretive or unjustified, even if they are the subject of 
disagreement among reasonable persons. The job of the Office of General Counsel is not only to 
advocate, but to detennine the relative strength of a legal position, in part by objectively 
examining and reviewing counterarguments. With respect to the APA, which is not specific to 
NCUA in its application and which is an intensely scrutinized and evaluated statute, the range of 
reasonable arguments on disputed issues is relatively accessible. 

It appears to us that the Report was commissioned for advocacy, rather than advisory purposes, 
and we believe it should be viewed in that context. The Report’s advocacy posture is 
demonstrated by, among other things, (i) repeated reference to events and circumstances that 
bear on policy, rather than legal, determinations; (ii) failure to discuss in any way the Federal 
Credit Union Act’s (“FCU Acf’) discretionary language, which is the foundation for OTR 
processes; (iii) failure to accurately characterize the “major rule” concept; (iv) lack of 
transparency with respect to the citation of cases relying on tests and principles that have since 
been rejected; and (v) failure to acknowledge in any way the complications in applying APA 
standards and exemptions, which are chronicled hy many of the courts and scholars engaged in 
such proces.ses.’ 

Our conclusion that notice and comment processes are not required does not lead to the 
conclusion that tliey may not be used as a legal matter. The NCUA Board Chair’s recent 
commitment to foimally solicit comments every three years demonstrates an alternative 
approach within the range of legally permissible methods by which NCUA can engage in OTR 
processes. Further, NCUA is able to receive and consider public input on its processes at any 
time, not only through formal solicitations or in the APA rulemaking context. These fonnal and 
informal interactions with parties affected by NCUA activities have occurred throughout the 
agency’s history. 

I. Background 

NCUA charters and regulates federal credit unions and regulates and supervises state-chartered 
credit unions that have their shares insured through the National Credit Union Share Insurance 
Fund (“NCUSIF”) in coordination with State Supervisory Authorities (“SSAs”). To cover 
expenses related to its tasks, the NCUA Board adopts an operating budget in the fall of each year 
(the “Operating Budgef’). The FCU Act provides two primary sources to fund the Operating 
Budget: (1) requisitions from the NCUSIF; and (2) operating fees charged against federal credit 


' See, e.g., Cmty. NutrUion Inst. v. Young, 8 1 8 F.2d 943, 946 (D.C. Cir. 1987) (“The distinction between iegisiative 
mles and interpretative rules or policy statements has been described at various times as ‘tenuous,’ Chisholm v. 
FCC, 538 F.2d 349, 393 (D.C. Cir.), cert, denied, 429 U.S. 890, 97 S. Q. 247, 50 L. Ed. 2d 173 (1976), ‘fuzzy,’ 
Pacific Gas & Electric Co. v. FPC, 506 F.2d 33, 38 (D.C. Cir. 1974), ‘blurred,’ Saunders, Interpretative Rules With 
Legislative Effect: An Analysis and a Proposal For Public Participation, 1986 Duke L.J. 346, 352, and, perhaps 
most picturesquely, ‘enshrouded in considerable smog.’ Noelv. Chapman, 508 F.2d 1023, 1030 (2d Cir.), cert, 
denied, 423 U.S. 824, 96 S. Q. 37, 46 L. Ed. 2d 40 (1975), quoted in American lius Association v. United 
States, 627 F.2d 525, 529 (D.C. Cir. 1980).’’). 
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unions. The Board uses an allocation formula, the OTR, to determine the amount of the 
Operating Budget that it will procure from the NCUSIF. 

NCUA has never used notice and comment rulemaking to establish either an individual 
determination of the OTR or the general methodology used to calculate the OTR. The OTR has, 
however, been explained, discussed, and reviewed in various public records, including in Board 
Action Memorandums related to budget matters and other documents available on NCUA’s Web 
site.^ Since the OTR’s inception, NCUA has taken the position that the OTR is not a legislative 
rule under the APA and is exempt from notice and comment rulemaking processes. 

II. The Administrative Procedure Act 

Under the APA, a rule means 

the whole or a part of an agency statement of general or particular applicability and 
future effect designed to implement, interpret, or prescribe law or policy or 
describing the organization, procedure, or practice requirements of an agency and 
includes the approval or prescription for the future of rates, wages, corporate or 
financial structures or reorganizations thereof, prices, facilities, appliances, services 
or allowances therefor or of valuations, costs, or accounting, or practices bearing 
on any of the foregoing . . . } 

The APA’s definition of a rule is very broad and applies to “nearly every statement an agency 
may make.”'* However, determining whether the APA notice and comment requirements apply 
to a particular agency action or rule is a separate inquiry. Statutory exemptions from APA notice 
and comment requirements include matters “relating to agency management or personnel or to 
public property, loans, grants, benefits, or contracts” and “interpretative rules, general statements 
of policy, or rules of agency organization, procedure, or practice . . . 

The United States Court of Appeals for the District of Columbia Circuit (“D.C. Circuit”) “has 
generally referred to the category of rules to which the notice and comment requirements apply 
as ‘legislative rules’ or, sometimes, ‘substantive rules’”, as opposed to “interpretive rules.”^ “A 
rule is legislative if it supplements a statute, adopts a new position inconsistent with existing 
regulations, or otherwise effects a substantive change in existing law or policy.”’ Rules are 
interpretative, and exempt from notice and comment requirements, if they “clarify a statutory or 


^ Materials related to the OTR that appear on NCUA’s Web site can be found at the following Web address: 
http;//www.ncua.gov/about/Pages/budgct.aspx. 

’§551(4). 

’ Batlerton v. Marshall, 648 F.2d 694, 700 (D.C. Cir. 1980), 

’ 5 U.S.C. § 553(a)(2) & (b)(3)(A). 

’’ Mendoza v. Perez, 754 F.3d 1002, 1021 (D.C. Cir. 2014) (citation omitted). 

’ Id But see Perez V. Mortgage Bankers Ass n, 135 S. Ct. 1199, 1203, 191 L. Ed. 2d 186 (2015) (Holding that, 
without more, an agency is not required to “use the APA's notice-and-comment procedures when it wishes to issue a 
new interpretation of a regulation that deviates significantly from [an interpretation] the agency has previously 
adopted.’’). 
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regulatory term, remind parties of existing statutory or regulatory duties, or ‘merely track[ ]’ 
preexisting requirements and explain something the statute or regulation already required.”* A 
substantial impact imposed by an interpretive rule “does not transform it into a legislative rule” 
requiring notice and comment.’ 

“An agency action that merely explains how the agency will enforce a statute or regulation — in 
other words, how it will exercise its broad enforcement discretion or permitting discretion under 
some extant statute or rule — is a general statement of policy” that is exempt from notice and 
comment rulemaking.” “The most important factor [in making the legislative/interpretive/policy 
determination] concerns the actual legal effect (or lack thereof) of the agency action in question 
on regulated entities.”'* Courts also consider how an agency characterizes an action, including 
any statements about intent to legally bind regulated entities.” 

III. NCUA’s Analysis 

Under the above authority, no part of the OTR process requires notice and comment rulemaking. 
First, the OTR tracks and interprets discretionary statutory language that makes the NCUSIF 
available to pay expenses the Board determines to be proper under Title 11 of the FCU Act. As 
such, the OTR is an interpretive rule or general statement of policy. Second, the OTR is part of 
NCUA’s budget processes, inextricable from agency management, procedure, and practice. 

i) The OTR is an Interpretive Rule 

There is no express provision in the FCU Act that requires a rulemaking to establish when or 
how the Board will requisition the NCUSIF to pay administrative expenses. In fact, the FCU 
Act’s language on this point is highly deferential, qualified by phrases like “as [the Board] may 
determine to be proper”'* and “as [the Board] may deem necessary or appropriate”.''* Under this 
language, NCUA’s OTR methodology and calculation is a means of explaining a function 
committed to agency discretion by the FCU Act. 

In New Jersey DeparlmenI of Human Services v. U.S. Department of Health & Human 
Services,'^ the United States District Court for the District of New Jersey addressed whether the 
Health Care Financing Administration’s (“HCFA”) changes to a manual governing federal 
reimbursement rates for expenses incurred by states in administering Medicaid were legislative 
or interpretive rules. The court applied a test articulated by the D.C. Circuit in Community 


® Mendoza, 754 F.3d at 1 02 1 . 

Cent. Texas let. Co-op., Inc. v. F.C.C., 402 F.3d 205, 214 (D.C. Cir. 2005) (citing Am. Hasp. A.ss'n v. Bowen, 834 
F.2d 1037, 1046 (D.C. Cir. 1987) (quoting.'lm. Postat Workers Union v. United States Postal Serv., 707 F.2d 548, 
560 (D.C. Cir. 1983))). 

Nat 7 Min. Ass 'n v. McCarthy, 758 F.3d 243, 252 (D.C. Cir. 2014). 

"Id. 

"Id 

" 12U..S.C. §17S3(a). 

'*§ 1766(i). 

" 748 F. Supp. 1120 (D.N.J. 1990). 
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Nutrition Institute v. Young , which “provided two criteria for assisting in the detenriination of 
whether a rule is legislative or interpretative; (1) whether the rule establishes a binding norm, and 
(2) whether the rule allows the agency and its decision makers leave to exercise their 
discretion.”*^ “If the rule acts prospectively and without binding effect, ... it is said to be 
interpretative.”'* 

The court found that HCFA’s changes to the manual described rates at which certain costs were 
reimbursable but did not bind the State of New Jersey and did not “oblige the State to assume 
any obligations or duties.”*’ Further, the court determined the manual acted prospectively and 
permitted the HCFA to exercise its discretion.^** The court noted that the direct reduction in 
reimbursement rates to states did not transform the manual into a substantive rule.**' 

Similarly, the OTR has no direct binding legal effect on insured credit unions. It does not 
impose or require credit unions to take on new duties. There is no compliance component to the 
OTR and NCUA cannot use it as the basis for an enforcement action. In addition, documents 
describing OTR methodology permit NCUA employees and officers to exercise their discretion. 
The OTR process allows for elements of judgment in connection with what examination 
procedures to perform and in guidance on how examiners record their time. Allocation factors 
applied to the cost of NCUA resources and programs are reviewed annually, demonstrating 
NCUA’s view tliat OTR processes are not subject to notice and comment requirements.^* 

With respect to substantial impact or legal effect, the correlation between the OTR and NCUSIF 
assessments or distributions is tenuous and diluted. In addition to the OTR, whether a FICU 
experiences an assessment or distribution is affected by (i) the amount of statutorily required 
insurance payments from the NCUSIF,*'* (ii) interest rates on NCUSIF investments,*" (iii) special 
assistance payments from the NCUSIF,*** (iv) adjustments to the NCUSIF’s normal operating 
level (which the Board sets anywhere from 1 .2 percent to 1 ,5 percent),** (v) the NCUSIF’s 
available assets ratio,** (vi) the timing of assessments in the event of a restoration plan (which 
can extend out to eight years or more),*’ and (vii) NCUSIF borrowings from the United States 


'‘818F.2d943 (D.C. Cir. 1987). 

” NJ. Dep't of Human Servs., 748 F. Supp. at 1 127. 

Id. (citing Cmtv- Nutrition Inst., 818 F.2d at 946 n.4). 

'^Id at 1127-28’ 

-’‘ Id at 1128. 

/ct. at 1 127. 

~ See, e.g.,NCUA Offtce of Examination and Insurance, Introduction to the Overhead Transfer Rate. 
http://www.ncua.gov/about/t)ocuments/Budget/Misc%20Documents/IntrotoOTRPresentation_10_20i4%20Finai.pd 
f (last visited Apr. 22, 2015 and on file with author) & Board Action Memorandum on Overhead Transfer Rate 
20 1 5, p. 2 (Nov. 20, 20 1 4), http://www.ncua.gov/about/Documents/Agenda%20Ttems/AG20 1411 20Item4.pdf 
‘‘ See. e.g.. Board Action Memorandum, supra note 22, at I. 

I2U.S.C. § 1787(d). 

§ 1783(c). 

“ § 1788. 

"" § 1782(h)(4). 

§ t782(h)(l). 

” § 1782(c)(2)(D). 
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Treasury (“Treasury”) or the Central Liquidity Facility (“CLF”).^“ A required assessment or 
distribution to insured credit unions is triggered only if the NCUSIF’s equity ratio deviates 
outside of the statutorily prescribed range (further subject to variables (iv), (v), (vi), and (vii), 
above). The OTR has a less significant and more indirect effect on third parties or regulated 
entities than the HCFA’s guidelines had on Medicaid reimbursements. 

ii) The OTR is a General Statement of Policy 

While a distinction between interpretive rules and policy statements is often ignored, the OTR 
also meets the characteristics of a general statement of policy. General statements of policy are, 
according to the Attorney General’s APA Manual, “statements issued by an agency to advise the 
public prospectively of the manner in which the agency proposes to exercise a discretionary 
power.”^’ The D.C. Circuit has explained that an agency policy statement “merely represents an 
agency position with respect to how it will treat — typically enforce — the governing legal 
norm.”^^ The statement “simply lets the public know its current enforcement or adjudicatory 
approach” and “[t]he agency retains the discretion and the authority to change its position — even 
abruptly — in any specific case because a change in its policy does not affect the legal norm.”^^ 

In National Mining Association v. McCarthy^* the D.C. Circuit found that the Environmental 
Protection Agency’s (“EPA”) Final Guidance that instructed EPA staff to recommend limitations 
on mining projects amounted to a statement of policy. According to the plaintiffs, the Final 
Guidance gave “permit applicants (and state permitting authorities) [ ] no choice when faced 
with EPA ‘recommendations’ except to fold.”^^ Despite this alleged effect, the D.C. Circuit 
reasoned as follows in support of its holding: 

The Final Guidance does not tell regulated parties what they must do or may not do 
in order to avoid liability. The Final Guidance imposes no obligations or 
prohibitions on regulated entities. State permitting authorities “are free to ignore 
it.” The Final Guidance may not be the basis for an enforcement action against a 
regulated entity. Moreover, the Final Guidance may not be relied on by EPA as a 
defense in a proceeding challenging the denial of a pennit. And the Final Guidance 
does not impose any requirements in order to obtain a pennit or license. As a matter 
of law, state permitting authorities and permit applicants may ignore EPA's Final 
Guidance without facing any legal consequences.^'’ 


™§ 1 783(d) &(f). 

Attorney General’s Manual on the Administrative Procedure Act 30 n.3 (1947). 
Syncar InI’l Corp. v. Shalala. 127 F.3d 90. 94 (D.C. Cir. 1997). 

”ld 

” 758 F.3d 243, 252 (D.C. Cir. 2014). 

Id. at 253. 

Id. (citations omitted). 
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The court’s view of the Final Guidance in McCarthy aligns remarkably with the effect and 
implications of the OTR with respect to FICUs. In fact, one could substitute the term “OTR” for 
“Final Guidance’’ in the court’s language above and produce an apt description of the OTR. 

As noted above, other than for statutorily required insurance payments, the FCU Act sets forth a 
discretionary standard for NCUSIF requisitions. The OTR bears out this discretion in its key 
components, such as the examiner time survey, filled out by principal examiners selected on a 
rotating basis. In connection with the time survey, NCUA has stated expressly that it created a 
rule matrix to assist examiners in properly classifying their time as related to regulatory or 
insurance matters.^’ Further, NCUA has made adjustments to the matrix and reviews allocation 
factors annually, demonstrating its view that the OTR is a policy, subject to alteration outside of 
rulemaking procedures.^* This approach and language is consistent with the APA’s and the D.C. 
Circuit’s explanation of general policy statements. 

iii) The OTR is a Matter of Agency Management and Agency Organization, Procedure, or 
Practice 

The APA expressly exempts from notice and comment requirements matters “relating to agency 
management or personnel or to public property, loans, grants, benefits, or contracts” and rules of 
agency organization, procedure, or practice.*’ The D.C. Circuit has construed the exemption for 
matters relating to agency management as cutting a “wide swath.”‘*“ Within these exemptions, 
settled law provides NCUA with discretion to set its budget without a rulemaking."" The OTR is 
a component of NCUA budget processes, allocating expenditures to a permissible source. 

In Lincoln v. the United States Supreme Court noted that “decisions to expend otherwise 

unrestricted funds are not, without more, subject to the notice-and-comment requirements of 
§ 553.” Further, distinctions between the purpose and function of various regulations and how 
resources are allocated to their oversight involves ‘“a complicated balancing of a number of 
factors which are peculiarly within [an agency’s] expertise’: whether its ‘resources are best 
spent’ on one program or another; whether it ‘is likely to succeed’ in fulfilling its statutory 
mandate; whether a particular program ‘best fits the agency’s overall policies'; and, ‘indeed, 
whether the agency has enough resources’ to fund a program ‘at all.’”'** Once again, these 
circumstances apply to the OTR. 


An example of this matrix is available on NCUA’s Web site at the following address: 
hltp://www.ncua.gov/aboul/Documents/Budget/20I3/2013ETSAnalysis.pdf. 

See Introduction to the Overhead Transfer Rate, supra note 22, at 7 <6 Board Action Memorandum, supra note 22, 
at 2. 

» 5 U.S.C. § 553(a)(2) & (b). 

*° Humana of S. Carolina, Inc. v. Califano, 590 F.2d 1070, 1082 (D.C. Cir. 1978). 

Lincoln v. Vigil, 508 U.S. 182, 198 (1993)(“[D]ecisions to expend otherwise unrestricted funds are not, without 
more, subject to the notice-and-comment requirements of § 553.”). 

«508 U.S. at 198. 

Id. at 193. 
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As a practical matter, the FCU Act in 12 U.S.C. § 1783(a) makes no material distinction between 
how the Board should requisition the NCUSIF for special assistance under § 1788 and for 
administrative and budget expenses. The FCU Act uses discretionary language with respect to 
both.'*'^ NCUA has no regulation governing requisitions for special assistance and would 
vigorously dispute that one is required. The OTR may be more amenable to APA regulatory 
processes, but this characteristic does not, in itself, impose APA notice and comment 
requirements. 

IV. The Report 


The following is a Section-by-Section analysis of the Report that NASCUS commissioned with 
respect to the OTR. 

Section 1. 


In this section, the Report discusses the history of the OTR and alleges that changes to NCUA’s 
OTR methodology have resulted in increasing charges to the NCUSIF and reduced operating 
fees charged to federal credit unions. We note, and the Report agrees, that NCUA has used an 
allocation process for the OTR since the early 1 970s without employing notice and comment 
processes. This practice is consistent with NCUA's long-held position and characterization of 
the OTR. An agency’s characterization is relevant to a determination of whether notice and 
comment processes apply.''* 

Section I of the Report also cites a 1973 United States General Accounting Office (“GAO”) 
report.'*® In this report, the GAO initially recommended that NCUA use a cost allocation process 
for funding its operations from the NCUSIF. Notably absent from this report is any 
recommendation from the GAO that NCUA use notice and comment rulemaking procedures to 
establish its resource allocation. 

Section Il.A. 


In this Section, the Report discusses NCUA's implementation procedure for the OTR. The 
Report observes that NCUA has never formally requested comment by publishing a proposed 
OTR, OTR methodology, or changes to the OTR methodology in the Federal Register. This fact 
is consistent with NCUA’s settled position that the APA does not require notice and comment 
processes for the OTR. An agency’s characterization “is entitled to a significant degree of 
credence.’”*^ 


” With re.spect to administrative expenses, § 1 783(a) uses the phrase “as [the Board] may determine to be proper.” 
With respect to special assistance expenses, § 1788 uses “which the Board has determined,” “in [the Board’s] 
discretion,” “in the opinion of the Board,” “in the judgment of the Board,” and “upon such terms and conditions as 
[the Board] may determine.” 

« Nat 7 Min. it, 75 8 F.3d at 252. 

This GAO report can be viewed at the following Web address: http://gao.gOv/assets/2 1 0/203 1 8 1 .pdf. 

Cahais v, Egger, 690 F.2d 234, 238 n.7 (D.C. Cir. 1982) (citing British Caledonian Airways, Ltd. v. CAB, 584 
F.2d 982, 992 (D.C. Cir. 1978)). 
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The Report further alleges that NCUA has never provided a reasoned, comprehensive 
explanation of its OTR methodology. However, approximately 1 2 pages of the 3 1 page Report 
meticulously describe the history and evolution of NCUA’s OTR and its processes, gleaned from 
public documents, studies, and reports. In any event, these contentions, which we believe 
multiple offices at NCUA would strenuously dispute, do not bear on whether notice and 
comment requirements apply under the APA. Similarly, the fact that the OTR has increased in 
recent years does not support the conclusion that notice and comment requirements apply. 

We did not scrutinize the Report’s assertions about the impact of the OTR on the competitive 
position of state-chartered credit unions. Unquestionably, the OTR has an impact on all insured 
credit unions, as do almost all actions NCUA undertakes. To the extent NASCUS relies on an 
impact to conclude that notice and comment processes are required, we disagree and the courts 
do as well. An impact, even substantial, “does not mean [an agency action] is subject to notice 
and comment if it is otherwise expressly exempt under the APA.’”'* 

In addition, although the Office of General Counsel is only tangentially involved in OTR 
processes, we view with great skepticism the statements in the Report that imply that NCUA is 
manipulating the OTR to favor federal charters.'*’ We have never seen any evidence to support 
this assertion. In two evaluations, procured for objective, internal, advisory purposes with 
respect to policy, PricewaterhouseCoopers (“PwC”) made the following observations: 

1. “ Based on PwC's review, there was no reasonable basis to conclude that the OTR 
Methodology ex-ante and for reasons beyond the control of the credit unions, favours or 
disadvantages any one type of credit unions (i.e. federal versus state chartered) over 
another.”^” 


2. “The NCUA rules and regulations matrix aligns consistently with the insurance and 
regulatory activities and provides a documented bases supporting the allocation of 
examiner time between insurance and regulatory activities.”’’ 

Further, we do not believe NASCUS’ characterization of the immediacy or nature of the impact 
is accurate. As stated above, the OTR’s impact through the NCUSIF is affected and diluted by a 
variety of factors, including (i) the amount of statutorily required insurance payments, (ii) 
interest rates on investments, (iii) special assistance payments, (iv) adjustments to the normal 
operating level, (v) the available assets ratio, (vi) the timing of assessments in the event of a 
restoration plan, and (vii) borrowings from the Treasury or the CLF. Other external factors 


« Id. at 237. 

'"See. e.g., p. 10 of the Report (“By increasing the OTR, the NCUA Board was able to shift a substantial portion of 
NCUA expenses to tlte NCUSIF, thereby enabling it to reduce FCU Operating Fees for 2014.’’). 

PricewaterhouseCoopers, Overhead Transfer Rate Review 39 (Jan. 20, 2011), 
http://www.ncua.gov/about/Documents/Budgel/Misc%20Documents/20 1 lPwCOTRReview.pdf (emphases in 
original) (on file with author). 

PricewaterhouseCoopers, rtfw/y.y;.s of Examination Time Survey (ETS) Modifications 2 (Oct. 2, 2013), 
http://www.ncua.gOv/about/Documents/Budget/2013/20I3ETSAnalysis.pdf (on file with author). 
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would likely have a significantly more immediate and substantial impact on a credit union’s 
competitive position. 

The Report references the studies of the OTR completed by PwC in 20 1 1 and 20 1 3 (the “PwC 
Studies”). The PwC Studies are not legal analyses. Nor are they documents NCUA has relied 
upon as legal support for not subjecting the OTR to notice and comment processes. Further, 
although one of the PwC Studies (i) notes “dissatisfaction within the industry with respect to the 
NCUA’s efforts to communicate and explain the OTR methodology”; and (ii) recommends 
“providing more visibility on how [NCUA] characterizes its activities . . . and possibly 
solicit[ing] feedback with regards to the reasonableness and accuracy of the classification,” such 
an observation bears on policy determinations, not legal conclusions. 

We appreciate that credit unions care about the OTR and its impact. That fact demonstrates the 
strength of the system and a healthy engagement in governmental processes. We do not, 
however, believe the OTR’s impact or industry criticisms lead to the conclusion that notice and 
comment processes are required. 

Section ll.B. 


In this Section, the Report generally asserts that the OTR methodology constitutes a “rule 
making” for purposes of the APA. As noted above, whether agency action is a rule and whether 
notice and comment procedures apply are separate questions. The Report goes on to allege that 
none of the exemptions NCUA analyzed above could apply. The Report notably fails to discuss 
the relevant language of the FCU Act or its discretionary prose. 

a. Cases 

The Report discusses three cases for their application of law to facts in support of its 
conclusions. First, the Report cites Minard Run Oil Company v. United StatesP In Minard, the 
court found that a moratorium the United States Forest Service imposed on drilling represented 
“a ‘sea change’ in the Service’s policy regarding mineral rights that directly prohibits mineral 
rights owners from engaging in new drilling, under threat of criminal penaltiesP^ The court 
further observed that “[t]he burden imposed by the moratorium goes far beyond ‘the expense and 
annoyance of litigation [that] is part of the social burden of living under government.’”^'' In 
contrast, the OTR does not prohibit activities or impose criminal penalties. Further, as discussed 
above, the effect of the OTR on regulated entities, including their competitive positions, is 
diluted and tempered by a variety of other circumstances. 

To the extent Minard relied on what it described as “a ‘sea change’ in [ ] policy” to require 
notice and comment rulemaking, the Supreme Court’s recent ruling in Perez v. Mortgage 


670 F.3d 236 (3d Cir. 2011), as amended 7, 2012). 
Id. at 248 (citation omitted) (emphasis added). 

'Md 



Ms. Lucy Ito 
August 18, 2015 
Page 1 1 


339 


Bankers Association^^ puts its validity in doubt In Perez, the Court held unequivocally that, 
without more, an agency need not “use the APA’s notice-and-comment procedures when it 
wishes to issue a new interpretation of a regulation that deviates significantly from [an 
interpretation] the agency has previously adopted.”’^ Further, other circuits have rejected the 
“substantive adverse impact” test, which the Minard court also proffered as one of the principal 
bases for its finding.^’ 

Second, the Report cites Anderson v. which addressed the United States Department of 

Agriculture’s practices for food stamps. Noted as relevant to the district court’s decision in 
Anderson that APA notice and comment processes applied, the Department of Agriculture had 
previously waived a potentially applicable exemption to APA notice and comment rulemaking.*® 
Further, the court found it “noteworthy that in the past the Secretary of Agriculture ha[d] 
followed the [APA’s] notice and comment procedure in connection with changes or clarification 
in agency practice regarding food stamp allotments.”*® 

With respect to the OTR, NCUA has not waived any exemptions, nor has it used notice and 
comment processes in the past. In contrast, NCUA has consistently taken the position that notice 
and comment processes are not required for the OTR. The judge in Anderson also opined that 
the Department of Agriculture’s adjustment to how housing subsidies factored into food stamp 
determinations “substantially and directly affected” the rights of individuals outside the agency.*' 
In NCUA’s case, the OTR does not result in an immediate assessment or distribution to insured 
credit unions. Depending on a multitude of factors, OTR determinations might not affect an 
assessment or distribution for many years. Further, eight years after the district court’s decision 
in Anderson, the United States Court of Appeals for the Ninth Circuit expressly rejected the 
“substantial impact test” on which the Anderson court principally relied.“ The D.C. Circuit has 
also rejected this test as a basis for concluding that notice and comment processes are required.** 

The principal case cited in the Report is Credit Union National Association v. National Credit 
Union Administration.^* In this case, the United States District Court for the District of 
Columbia invalidated an NCUA interpretive ruling and policy statement that eliminated 
“unsecured creditor priority over [credit union] members and ]the] NCUSIF” in involuntary 
liquidations.'’-'’ The court concluded that the Board's intent to give operational meaning to the 


” 135 S. Ct. 1199, 191 L. Ed. 2d 186 (2015). 

“ 135 S. Ct. at 1203. 

See Rivera v. Becerra, 714 F.2d 887, 891 (91Ii Cir. 1983) tS Cent. Texas Tel. Co-op., Inc., 402 F.3d at 214 (citing 
Cabais, 690 F.2d at 237“38). 

** 428 F. Supp. 245 (E.D. Cal. 1975) 

® Id. at 249. 

“W, at 251. 

428 F. Supp. at 250. 

“ Rivera, 714 F.2d at 891. 

Cent. Texa.^ Tel. Co-op., Inc., 402 F.3d at 214 (citing Cabais, 690 F.2d at 237—38). 

“ 573 F. Supp. 586 (D.D.C. 1983) 

“ Id. at 589. 
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FCU Act where it was silent on payout priorities was an effort to make new law.*® However, 
unlike its relative silence on the payout priorities in involuntary liquidation,*’ the FCU Act 
specifically makes the NCUSIF available “upon requisition by the Board, without fiscal year 
limitation, for making payments of insurance . . . , for providing assistance and making 
expenditures under section 1788 . . . , and for such administrative expenses incurred in carrying 
out the purposes of [Title 11 of the Act] as it may determine to be proper.’** The FCU Act 
expressly pennits requisitions forNCUA operations and commits such requisitions, particularly 
for administrative expenses, to the Board’s discretion. The Report provides no discussion of this 
FCU Act language. 

In addition. Credit Union National Association does not address a matter related to NCUA’s 
budget. With respect to the OTR, in addition to the exemption for interpretive rules and policy 
statements, APA exemptions related to agency organization, procedure, or practice and agency 
management apply. The court in Credit Union National Association did not address these 
exemptions. Finally, the court in Credit Union National Association again placed reliance on the 
“substantial impact test,” the proper application of which the D.C. Circuit has now put in grave 
doubt.*’ To wit: “But we rejected such a test for determining whether an agency 
pronouncement was a legislative rule or an interpretive rule. Because both types of rules 
may ‘vitally affect private interests,’ the ‘substantial impact test has im utility in 
distinguishing between the two.’”™ 

b. The Good Cause Exemption 

The Report also discusses the “good cause” notice and comment exemption in Section II.B. To 
invoke it, an agency must incorporate into an issued rule a finding that the exemption applies, 
along with a brief statement supporting the reasons for asserting the exemption.” NCUA has not 
included a statement justifying the good cause exemption in documents related to the OTR. 

Such a statement would be inconsistent with the basis for NCUA’s position that notice and 
comment processes do not apply and NCUA would not invoke this exemption. 

c. The Congressional Review Act: Major Rules 

Also in Section II.B., the Report contends that adoption of “the OTR should be deemed a major 
rule for purposes of the APA.” As an initial matter, “major rule” designations apply under the 
CRA, not the APA. The CRA provides procedures by which Congress can take steps to prevent 
a rule from taking effect and, if designated as major, prevents a rule from going into effect until 


“ W at 591-92. 

“’See 12U.S.C. § 1787(b)(IO), (11). 

§ i783(a) (emphasis added). 

See Cent Texm Tel. Co-op., Inc., 402 F.3d at 214 (citing Cabals, 690 F.2d at 237-38). 
™ Id. (emphases added). 

” 5 U.S.C. § 553(B)(3)(B). 
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at least 60 days from specified dates.^^ “No determination, finding, action, or omission under 
[the CRA is] subject to judicial review.”^^ 

The CRA, in relevant part, defines a major rule as follows: 

any rule that the Administrator of the Office of Information and Regulatory Affairs 
of the Office of Management and Budget [(“OMB”)] finds has resulted in or is 
likely to result in— 

(A) an annual effect on the economy of $ 1 00,000,000 or more; 

(B) a major increase in costs or prices for consumers, individual industries. Federal, 

State, or local government agencies, or geographic regions; or 

(C) significant adverse effects on competition, employment, investment, 
productivity, innovation, or on the ability of United States-based enteiprises to 
compete with foreign-based enterprises in domestic and export markets.^'* 

Expressly excluded from the definition of “rule” is “any rule relating to agency management or 
personnel; or [ ] any rule of agency organization, procedure, or practice that does not 
substantially affect the rights or obligations of non-agency parties.”’-'’ Since the OTR is a matter 
relating to agency management, we necessarily conclude that OMB would not designate it as a 
major rule under the CRA. In addition, the OTR is a rule of agency organization, procedure, or 
practice. As discussed above, the OTR has an indirect effect on credit unions, tempered by a 
variety of other contingent circumstances. Further, the OTR does not impose regulatory 
obligations on credit unions. NCUA can take no enforcement action based on the OTR. 

The CRA also excludes from the definition of the term rule “any rule of particular applicability, 
including a rule that approves or prescribes for the future rates, wages, prices, services, or 
allowances therefor, corporate or financial structures, reorganizations, mergers, or acquisitions 
thereof, or accounting practices or disclosures bearing on any of the foregoing . . . The 
Report’s assertion, at page 1 7, that this language applies for puiposes of the APA’s definition of 
a rule is inconsistent with and undermines its later assertion that the OTR could be a major rule 
under the CRA. 

Section ll.C. 


This Section of the Report states that -‘the [Office of the Comptroller of the Currency (“OCC”) 
follows an APA notice and comment process both for the methodology it uses for determining [ ] 
assessments and fees, as well as for its actual assessments and fees.” The Report also points out 
that “the [Federal Deposit Insurance Corporation (“FDIC”)] utilizes an APA notice and comment 
process for its assessment methodology.” The Report acknowledges that, “[wjhile the Federal 
Reserve Board [(“FRB”)]does not solicit public comment on the fees for Federal Reserve Bank 


’=5U.S.C. § 801. 
” § 805. 

” § 804(2). 

” § 804(3)(B), (C). 
™ § 804(3)(A) 
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priced services, it does provide APA-compliant notice and comment on the methodology it uses 
to develop these fees.” Finally, it points out that “the [FRB] followed an APA-compliant notice 
and comment process for imposing” new assessments under the Dodd Frank Act. 

To the extent they bear at all on the legal analysis, we find the Report’s analogies unpersuasive. 
The FDIC, FRB, and OCC each have complex assessment authorities that differ substantially 
from NCUA’s.^’ The FRB and OCC do not administer insurance funds from which to 
requisition money for operations. To our knowledge, the FDIC funds its operating expenses 
entirely from the Deposit Insurance Fund (“DIF”). Further, the FDIC has complex risk-based 
assessment authority for the DIF, for which the Federal Deposit Insurance Act expressly requires 
implementing regulations. In contrast, the FCU Act severely restricts how NCUA can charge 
assessments and does not expressly require implementing regulations. 

Under the FCU Act, each insured credit union must maintain a one percent deposit (adjusted 
annually or semi-annually depending on asset size) and pay assessments based on its insured 
shares.’* The Board’s discretion to charge insurance premiums is limited to circumstances when 
the NCUSIF’s equity ratio is at least 1.2 percent and less than 1.3 percent.’’ No insurance 
premium may cause the equity ratio to exceed 1 .3 percent.*® Premiums are required if the ratio is 
below 1 .2 percent.*' Despite these statutory restrictions, NCUA has adopted regulations 
governing the methodology for insurance premiums and NCUSIF deposits that, among other 
things, establish (i) various definitions, (ii) an invoicing process, (iii) rules for conversion or 
termination of insurance, and (iv) administrative fees for late payment.*’ 

Because of (i) material differences between funding and assessment authorities; and (ii) the case- 
specific analysis required under the APA, the practices of other regulators provide anecdotal 
authority, relevant, if at all, to policy rather than legal determinations. Comparing assessment 
regulations that apply direct assessments on regulated entities to NCUA’s OTR is misleading. 

We found no evidence that the FDIC uses notice and comment processes for amounts that it 
transfers from the DIF for its operating expenses. Further, as recently as 2001, when the FDIC 
allocated budget expenses for specific work between the Savings Association Insurance Fund 
and the Bank Insurance Fund (the closest analogy we can discover to what NCUA does now with 
the OTR allocation), the FDIC did not treat its allocation as a rulemaking subject to notice and 
comment requirements. 


For FDIC provisions, see 12 U.S.C. § 18i7(b) and 12 C.F.R. Part 327. For OCC provisions, see 12 U.S.C. §§ 16; 
196; 481; 482 and 12 C.F.R. Pan 8. For FRB provisions, see 12 U.S.C. §§ 243; 244; 248; 326; 338; 467; 483 and 12 
C.F.R. Part 246. 

™ 12 U.S.C. 51782(c). 

“ W. 

*> Id. 

<•- 12 C.F.R. §741.4 
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In any event, NCUA is not privy to the APA legal analyses of other regulators. Nor do we need 
to be. Under a case-specific analysis of requirements that apply to OTR circumstances, formal 
notice and comment processes are not required. 

Section II.D. 


In Section II.D., the Report cites portions of a 2003 GAO report that “raised questions about 
NCUA’s process for determining the transfer rate.”*^ Once again, this GAO report does not 
assert that any aspect of the OTR is subject to notice and comment procedures under the APA. 
Nor does it recommend that NCUA use notice and comment processes to establish the OTR. 
Further, although this report notes that certain state officials “expressed concern over NCUA’s 
process for developing its overhead transfer rate, which they claimed was not transparent,” the 
GAO did not make an independent finding that the O TR process is not transparent. Although the 
report recommends that NCUA “continuously improve the process for and documentation of the 
overhead transfer rate,” it does so in the context of NCUA’s current processes.*'* This GAO 
report provides anecdotal evidence, relevant, if at all, to policy rather than legal determinations. 

Section III. 


The Report concludes that “adoption of the OTR [is] subject to notice and comment 
requirements.” Therefore, the Report alleges, NCUA's established process for implementing the 
OTR violates the APA. Based on our review of the law and cases, set forth above, the Report 
does not provide a sound legal basis for requiring NCUA to change its long-held position that 
neither the OTR nor its methodology is subject to notice and comment requirements. 

V. Conclusion 

Consistent with our prior legal analysis of the issue, we conclude that the APA does not require 
either OTR calculations or processes to be developed under APA notice and comment 
procedures. Further, nothing in the Report provides a sound legal basis for requiring NCUA to 
change its position. The cases discussed in Section III of this opinion, including Lincoln v. 

Vigil National Mining Association v. McCarthy,*^ and New Jersey Department of Human 
Services v. U.S. Department of Health & Human Services f among others, staunchly rebut the 
cases cited in the Report. 


This GAO report can be viewed at the following Web address: http://www.gao.gov/new.itenis/d0491 .pdf. 
“M. at 83. 

*^ 508 U.S. 182 (1993). 

“ 758 F.3d 243 (D.C. Cir. 2014). 

748 F. Supp. 1 120 (D.N.J. 1 990). 
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I hope this opinion letter clarifies NCUA’s position on tlie pennissible administrative procedure 
surrounding the OTR. 

Sincerely, 



Michael J. McKenna 
General Counsel 


GC/KST:BHS 

SSIC3000 
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EXECUTIVE SUMMARY 

Since 1971, the National Credit Union Administration (“NCUA” or “NCUA Board”) 
has used the resources of the National Credit Union Share Insurance Fund (“NCUSIF”) to cover 
the NCUA’s annual ‘Insurance-related” expenses. The percentage of annual expenses the 
NCUA Board uses to determine the amount it will take from the NCUSIF to cover the NCUA’s 
annual expenses is referred to as the Overhead Transfer Rate (the “OTR”). The OTR percentage 
and the resulting dollar amount of NCUA total expenses covered by funds from the NCUSIF 
have increased significantly over time. 

Primarily as a result of a change in OTR calculation methodology adopted by the 
NCUA Board for the 2014 OTR, the amount of NCUA expenses allocated to federally insured 
state-chartered credit unions (“FISCUs”) through the OTR increased 40.1% from $67.0 million 
in 2013 to $93.9 million (budgeted) for 2015. This significant increase has reduced the 
likelihood that FISCUs and federal credit unions (“FCUs”) (referred to collectively as “federally 
insured credit unions”) will receive a rebate from the NCUSIF, Although increases in the OTR 
for 2014 and 2015 also increased the amount of NCUA expenses allocated to FCUs through the 
NCUSIF, such increases in the OTR directly and materially benefitted FCUs by reducing the 
amount the NCUA assessed FCUs for NCUA expenses (the “FCU Operating Fees”). By shifting 
a portion of FCUs’ share of NCUA expenses to the NCUSIF, the OTR reduces out-of-pocket 
expenses incurred by FCUs. The resulting reduction in FCU Operating Fees provides a singular 
advantage to FCUs and adversely affects the competitive position of FISCUs relative to FCUs. 
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The NCUA Board has never published a proposed OTR in the Federal Register for 
public comment, nor has it ever requested in the Federal Register public comment on its 
methodology for calculating the OTR or any change to its methodology. The NCUA Board also 
has never provided a reasoned, comprehensive explanation of its OTR methodology, including 
how the activities it defines for this purpose as “insurance-related” are actually related to 
insurance, why it has changed its position over time as to what constitutes “insurance-related 
activities,” why it chooses to makes an adjustment to the OTR rather than make a direct payment 
from the NCUSIF to the state supervisory authorities for their insurance-related supervision of 
FISCUs, nor has it provided an adequate explanation of the methodology it uses to determine this 
adjustment. In addition, we are not aware of any independent third party detenuination that the 
NCUA Board’s OTR methodology complies with the Federal Credit Union Act (“FCUA”) or 
other applicable law. 

Our analysis concludes that the NCUA Board’s adoption of the OTR constitutes a 
rule subject to the Administrative Procedure Act (“APA”) notice and comment requirements. 
Based on applicable case law, including cases involving the NCUA Board, we do not believe 
that any of the exceptions provided in the APA to its notice and comment requirements apply to 
the OTR. Moreover, given its impact on federally insured credit unions generally and the 
adverse effect on the competitive position of FISCUs relative to FCUs, we believe the NCUA 
Board’s adoption of the OTR should be deemed a major rule for purposes of the APA, subject to 
the additional requirements that the NCUA Board provide: (i) a statement of purpose providing 
the underlying reason for the mle; (ii) monetized or quantified costs and benefits or a qualitative 
discussion of them; and (iii) a discussion of the alternatives. 
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The fact that other federal banking agencies, the Office of the Comptroller of the 
Currency fOCC”), Federal Deposit Insurance Corporation (“FDIC”), and Federal Reserve 
Board, follow the APA notice and comment process for the methodology they employ in 
detennining their assessments and fees and/or for the actual assessments and fees strongly 
supports the conclusion that the NCUA Board’s adoption of the OTR constitutes a rule subject to 
the APA notice and comment requirements. Finally, the GAO has recognized there are concerns 
with the procedures utilized by the NCUA Board to determine the OTR. 


For the foregoing reasons, we believe the process the NCUA Board uses to 
implement the OTR violates the APA.' As courts have recognized: 


Voiding the present regulations on what at first blush appears to be a 
technicality is not as pointless as it may seem. We believe that the 30-day 
notice rule serves an important interest, the right of the people to present their 
views to government agencies which increasingly permeate their lives. The 
interchange of ideas between the government and its citizenry provides a 
broader base for intelligent decision-making and promotes greater 
responsiveness to the needs of the people, especially in cases such as this 
where Congress has only roughed in its program. 

Anderson v. Butz, 428 F. Supp. 245, 251 (E.D.Cal. 1975) (quoting Kelly v. U.S. Dept of the 

Interior, 339 F. Supp. 1095, 1102 (E.D.Cal. 1972)). 


' This Report does not address, and accordingly we express no opinion on, whether the NCUA Board possesses 
statutory authority to implement the OTR in the manner described in Section I. 
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1. HISTORY OF THE OTR 

The NCUA, an independent federal agency established by the FCUA, charters FCUs 
and supervises both FISCUs and FCUs insured by the NCUSIF. The NCUA Board administers 
the NCUSIF, which was created in 1970 as a revolving fund in the United States Treasury to 
insure the accounts of FCUs and FISCUs? The FCUA provides that the NCUA’s expenses 
incurred in carrying out the examination and supervision of FCUs may be covered by operating 
fees assessed on FCUs? The FCUA also provides that the NCUA Board may requisition funds 
from the NCUSIF to cover certain expenses? 

In 1972, the U.S. General Accounting Office* recommended that “insurance-related” 
and regulatory related costs be allocated between the NCUA and NCUSIF. The GAO observed 
that, during 1971 and 1972, the NCUA Board tried several different methods in attempts to 
develop an equitable method to allocate costs to the NCUSIF. The GAO, however, was unable 
to determine if the operating expenses presented on the NCUSlF’s statement of income and 
expenses for that period were fairly stated because different methods were used and the GAO 
was unable to verify the basis used to make certain allocations.* 


^ 12 U.S.C. § 1783. 

’ 12 U.S.C. § 1755. 

See, e.g., 12 U.S.C. 1783(a). As noted in the Executive Summary, this Report does not address and accordingly we 
express no opinion on whether the NCUA Board possesses statutory authority to implement the OTR as described in 
this Section. 

^ Now known as the U.S. Government Accountability Office (“GAO”). 

^ Comptroller General of the United States Report 74-0204, Examination Of Financial Statements Of The National 
Credit Union Administration For The Periods Ended June 30, 1971 and 1972 limited By Restriction On Access To 
Credit Union Examination Records, pp. 14-15 (Sept. 1973). 
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In the following years until 1986, various cost allocation methodologies were 
implemented by the NCUA Board, including direct charges to the NCUSIF for insurance 
expenses (e.g . , cost of closing institutions and liquidation and merger costs), the cost of 
NCUSIF’s full-time employees and the eost of the time NCUA’s employees spent on NCUSIF 
examination and supervision activities.^ 

From 1986 through 1994, the NCUA’s Office of Examination and Insurance 
conducted annual surveys of NCUA examiners to determine how much time examiners spent on 
insurance-related and non-insurance-related matters. The relative proportion of time spent by 
examiners on insurance-related matters was the principal factor that determined the OTR. 

During this ten year period, the survey results on the percent of “insurance-related” time spent by 
NCUA examiners varied between 50.1% and 60.4% of their total hours worked. 

Notwithstanding this range, the NCUA maintained the budgeted OTR at 50% of the NCUA’s 
annual budget for the years 1986 through 1994.* 

Based on a staff study conducted in 1994, the NCUA Board approved a 50% 
budgeted OTR for the three year period 1995-1997, and committed to re-evaluate the OTR in 
1997. An in-depth study of examination time conducted in 1 997 concluded that examiners spend 
approximately 50% of their time on insurance-related functions. As a result, in 1997, the NCUA 
Board approved a 50% budgeted OTR for the period 1998-2000. 


’ In October 1 985, the NCUA Board determined to eliminate the direct NCUSIF employee expense from the 
calculation of the OTR. 

® Starting in 1989, the NCUA tapped the NCUSIF for certain of its expenses by means other than through the OTR. 
These included expenses incurred in connection with operating the Asset Liquidation Management Center and costs 
associated with training state examiners. These additional expenditures were not included in the NCUA’s 
calculation of the budgeted OTR If these expenses, for example, had been added to the OTR in 1989 
(approximately $2 million), the OTR for that year would have increased to 53.6%. The OTR rates presented below 
do not include recoveries of NCUA expenses by means other than the OTR and FCU Operating Fees. 
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In 2000, the scope and methodology of the examiner survey was revised to include 
principal examiners, regional staff and central office staff. These revisions resulted in a dramatic 
increase in the budgeted OTR from 50% to 66.7% of the NCUA’s annual budget for 2001 and 
62% of the NCUA’s annual budget for 2002 and 2003. During this 2000-2003 time period, the 
NCUA’s annual budget increased 8.2% (from $135.0 million to $146.1 million) and its actual 
expenses increased 5% (from $127.6 million to $134.1 million). Importantly, however, the 
NCUA’s expenses paid from the NCUSIF through the OTR increased 30.4% (from $63.8 million 
to $83.2 million) as a result of the increase in the OTR. In contrast, during the 1995-2000 time 
period during which the budgeted OTR remained constant at 50%, the percentage increase in 
NCUA expenses covered by the NCUSIF through the OTR (44.3%) corresponded to the 
percentage increases in the NCUA’s annual budget (45.6%) and actual expenses (44.5%) during 
this time period. 

In November 2003, the NCUA Board again revised the methodology for calculating 
and assessing the OTR. Key components of this new OTR calculation methodology included the 
results of the annual Examination Time Survey performed by a randomly selected group of 
principal examiners, NCUA’s resource workload budget, NCUA’s financial budget, the 
distribution of insured assets between FCUs and FISCUs, and an estimate of the “insurance- 
related” work conducted by state regulators. 

Using this methodology, the OTR gradually declined between 2004 and 2008 as 

follows: 
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BUDGETED OTR AS A PERCENT OF NCUA ANNUAL BUDGET 


YEAR 

OTR 

2004 

59.8% 

2005 

57.0% 

2006 

57.0% 

2007 

53.3% 

2008 

52.0% 


Attributed in part to increased NCUSIF-related activities due to macroeconomic developments, 
the budgeted OTR increased modestly between 2009 and 2013 as follows: 


BUDGETED OTR AS A PERCENT OF NCUA ANNUAL BUDGET 
YEAR OTR 

2009 53.8% 

2010 57.2% 

2011 58.9% 

2012 59.3% 

2013 59.1% 


For the 2014 OTR, the NCUA Board adopted new mapping of NCUA regulations 
based on the extent to which, in the NCUA Board’s view, each statute and regulation 
administered by the NCUA is designed to protect the NCUSIF and is therefore “insurance- 
related.” Previously, for purposes of the Examination Time Survey, examiner activities were 
classified into two categories - “insurance-related” (i.e., related to NCUA Board’s role as an 
insurer of federally insured credit unions) and “regulatory-related” (i.e., related to NCUA’s role 
as a regulator and charterer of credit unions). For the 2014 OTR, “insurance-related” was 
separated into two categories: (1) “Insurance Related Examination” and (2) “Insurance 
Regulatory Related Examination.” The former “regulatory-related” category was re-defined as 
the third category, “Consumer Regulatory Related Examination.” Of the 252 rules and 
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regulations identified by the NCUA as examination related, approximately 161 (64%) are 
categorized as “Insurance Regulatory Related Examination” and presumably included in the 
OTR. Approximately 91 or (36%) are categorized as “Consumer Regulatory Related 
Examination” and presumably excluded from the OTR. Based on this new mapping, the NCUA 
Board now appears to consider virtually all activities related to safety and soundness regulations 
to be “insurance-related” and therefore included in the determination of the OTR. The only 
regulatory activities that appear not to be included in the OTR are generally those that relate to 
consumer regulations.^ Based on this new mapping, NCUA “insurance-related” examiner time 
increased from 67% for purposes of determining the 2013 OTR to 88% for the calculation of the 
2014 OTR, with a resulting increase in the budgeted OTR from 59.1% in 2013 to 69.2% of 
NCUA budgeted total expenses in 2014,*'^ a 1 7. 1 % year-over-year increase in the budgeted OTR. 

As a consequence of this increase in the 2014 budgeted OTR, the budgeted 
contribution of FISCUs through the 2014 OTR to the NCUA 2014 Operating Budget increased 
to $85.6 million, which represents an $18.6 million (27.8%) increase over their 2013 
contribution of $67.0 million.'’ The budgeted contribution of FCUs through the 2014 OTR to 
the NCUA 2014 Operating Budget increased to $100.1 million compared to their 2013 
contribution of $79.0 million, which represents a $21,1 million increase (26.7%), which at first 


’ These statutes and regulations include: Equal Credit Opportunity Act (Regulation B); Bank Secrecy .Act; Home 
Mortgage Disclosure Act (Regulation C); Expedited Funds Availability Act (Regulation CC); Children’s Online 
Privacy Protection Act; Reserve Requirements (Regulation D); Electronic Fund Transfer Act (Regulation E); Fair 
and Accurate Credit Transactions Act; Fair Credit Reporting Act (Part 717); Fair Debt Collection Practices Act; 
Flood Disaster Protection Act; Fair Housing Act; Gramm-Leach-Bliley Act; Home Ownership and Equity Protection 
Act; Home Owner’s Protection Act; Regulation M (Consumer Leasing); Office of Foreign Assets Control 
requirements; Privacy of Consumer Financial Information; Right to Financial Privacy Act; Service Members Civil 
Relief Act; Real Estate Settlement Procedures Act (Regulation X); Truth in Lending Act (Regulation Z); and Credit 
Practices (Part 706); and Truth in Savings Act (Part 707). 

This Report uses budgeted percentages and budgeted amounts for 2014 because the NCUA has not as of the date 
of this Report issued operating and financial results for 2014. 

" The NCUA total budget for 2014 was $ 268.3 million, which represented a $26.5 million (11%), increase over its 
2013 actual expenses of $241.8 million. 
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glance appears comparable to the percentage increase experienced by FISCUs. However, the 
increase of the OTR had a major impact on reducing FCU Operating Fees, which represent 
actual out-of-pocket expenditures for FCUs. By increasing the OTR, the NCUA Board was able 
to shift a substantial portion of NCUA expenses to theNCUSIF, thereby enabling it to reduce 
FCU Operating Fees for 2014. As a result, FCU Operating Fees in 2014 were budgeted to be 
$82.6 million, versus $93.1 million in 2013, a decrease of $10.5 million, or an 1 1.3% reduction 
compared to 2013, despite a $26.5 million (1 1%) increase in the NCUA Operating Budget for 
2014. 


The 201 5 budgeted OTR not only continued this trend but, as applied, resulted in an 
even larger reduction in FCU Operating Fees than in 2014. Continuing to utilize this same 
mapping, NCUA “insurance-related” examiner time for purposes of determining the 2015 
budgeted OTR was reported as 87.8%. The budgeted OTR for 2015 increased to 71.8% of 
NCUA budgeted total expenses. This represents a 21.5% increase in the 2015 budgeted OTR 
from 2013. 

The budgeted contribution of FISCUs through the 2015 OTR to the NCUA 2015 
Operating Budget increased to $93.9 million, which represents a $26.9 million (40.1%) increase 
over their 2013 contribution of $67.0 million.'^ The budgeted contribution of FCUs through the 
2015 OTR to the NCUA 2015 budget increased to $106.8 million compared to their 2013 
contribution of $79.0 million, which represents a $27.8 million (35.1%) increase. 

As in 2014, the increase in the budgeted OTR will have a significant impact in 
reducing FCU Operating Fees in 2015. FCU Operating Fees in 2015 were budgeted to be $78.8 

The NCUA total budget for 2015 was $279.5 million, which represented a $.17.7 million (15.5%) increase over its 
2013 actual expenses of $241.8 million. 
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million, a $3.8 million (4.8%) decrease from budgeted FCU Operating Fees for 2014. More 
telling is the comparison of FCU Operating Fees beUveen 2013, the last year before the new 
mapping of NCUA regulations discussed above, and 201 5. FCU Operating Fees in 20 1 5 were 
budgeted to be $78.8 million, versus $93.1 million in 2013, a decrease of $14.3 million, or an 
18.1% reduction compared to 2013, despite a $37.7 million (15.6%) increase in the NCUA 
expenses from 2013 to those expected in 2015. 

The increase in the 2014 budgeted OTR and 2015 budgeted OTR resulting in large 
part from this new mapping of NCUA regulations discussed above, as compared to the budgeted 
OTR for 2013, the last year before this new mapping, is as follows: 

BUDGETED OTR AS A PERCENT OF NCUA ANNUAL BUDGET 

YEAR OTR 

2013 59.1% 

2014 69.2% 

2015 71.8% 

As a result of the NCUA Board’s increases in the OTR discussed in this Section, FCUs 
have enjoyed a significant reduction in the FCU Operating Fees they otherwise would have been 
required to pay directly to the NCUA. 
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The following chart summarizes the impact of the OTR on the amount of NCUA total 
expenses incurred by FISCUs and FCUs for the period 2009-2015. 


IMPACT OF NCUA OTR 
($ In millions) 


Year 

NCUA 

Expenses*^ 

NCUA 

Expenses 

Allocated 

to 

NCUSIF'"' 

Budgeted 

Otr'5 

Actual 

OTR'" 

FISCUs 

share of 

NCUA 

Expenses 

Allocated 

to 

NCUSIF'^ 

FCUs 

share of 

NCUA 

Expenses 

Allocated 

to 

NCUSIF'* 

FCU 

Operating 

Fees'’ 

2009 

$167.7 

$ 90.2 

53.8% 

53.8% 

$40.9 

$49.3 

$81.7 

2010 

$200.9 

$113.6 

57.2% 

56.5% 

$51.6 

$62.0 

$86.8 

2011 

$216.1 

$130.0 

58.9% 

60.2% 

$59.3 

$70.7 

$86.2 

2012 

$228.0 

$137.5 

59.3% 

60.3% 

$52.7 

$74.8 

$88.8 

2013 

$241.8 

$146.0 

59.1% 

60.4% 

$67.0 

$79.0 

$93.1 

2014“ 

$268.3 

$185.7 

69.2% 


$85.6 

$100.1 

$82.6 

2015"’ 

$279.5 

$200.7 

71.8% 

- 

$93.9 

$106.8 

$78.8 


Source: NCUA Annual Report, except for 2014 and 2015. 

The allocation to NCUSIF is 100% of the expenses of the Office of National Examinations and Supervision 
(Office of Corporate Credit Unions) to the extent that they exceed the actual operating fees paid by federal corporate 
credit unions (for the years where applicable), plus the OTR applied to all other expenses. Source: NCUA Annual 
Report, except for 2014 and 2015. 

As approved by NCUA Board for the calendar year. 

The Actual OTR is calculated by dividing the NCUA Expenses Allocated to NCUSIF column by the NCUA 
Expenses column. The Actual OTR can differ from the Budgeted OTR column because the actual NCUA Expenses 
and actual NCUA Expenses Allocated to NCUSIF for a given year may differ from the budgeted NCUA Expenses 
and budgeted NCUA Expenses Allocated to NCUSIF for that year. In addition, any recovery of NCUA expenses 
from the NCUSIF other than through the OTR are included in the Actual OTR calculation. 

Based on FISCUs share of total NCUSIF insured shares, as reported by NCUA Board for the calendar year. 

Based on FCUs share of total NCUSIF insured shares, as reported by NCUA Board for the calendar year. 

Source: NCUA Annua! Report, except for 2014 and 2015. 

Source: NCUA Board estimates for 20 14 as reported in Board Action Memorandum, dated November 20, 2013, 
from Office of Examination and Insurance to NCUA Board, Re: Overhead Transfer Rate 2014, 

Source: NCUA Board estimates for 2015 as reported in Board Action Memorandum, dated November 20, 2014, 
from Office of Examination and Insurance to NCUA Board, Re: Overhead Transfer Rate 2015. 
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n. ANALYSIS OF THE ADMINISTRATIVE PROCEDURE 
USED BY THE NCUA TO IMPLEMENT THE OTR 

A. NCUA Board’s Implementation Procedure 

The NCUA Board in the past has held annual public briefings and forums on its 
Operating Budget, of which the OTR is a significant component. The last public briefing and 
forum was held by the NCUA Board in 2008. The NCUA Board has also received comment on 
the OTR outside of these public briefings and forums.^ However, the NCUA Board has never 
formally requested comment by publishing in the Federal Register a proposed OTR, a proposed 
methodology for calculating the OTR or proposed changes to its methodology for calculating the 
OTR. 

The NCUA Board also in our view has never provided a reasoned, comprehensive 
explanation of its OTR methodology, including how the activities it defines for this purpose as 
“insurance-related” are actually related to insurance, and why it has changed its position over 
time as to what eonstitutes “insurance-related activities.” Since at least 2008, the NCUA Board 
has released an annual Board Action Memorandum prepared by the Office of Examination and 
Insurance which prescribes the Office of Examination and Insurance’s recommendation for the 
OTR for the following year. This 2-3 page memorandum (with an attachment that contains only 
tables without textual explanation) provides only a summary description of the methodology 
used to calculate the OTR, including during years in which that methodology changed. For 
example, in its November 20, 2013 memorandum recommending the OTR for 2014, which as 
discussed in Section 1 increased materially based on a revised OTR methodology, the Office of 

As indicated below, the NCUA staff has stated that one of the reasons for its consideration of the OTR for 2012 
was in part in response to industry comment, but did not mention that it considered the need for formal APA- 
compliant notice and comment. 
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Examination and Insurance provided only the following two paragraph explanation of the change 
to the OTR methodology: 


In 2012, the Office of Examination and Insurance (E&I) clarified the 
application of the insurance-related and non-insurance related definitions in 
the ETS [Examiner Time Survey] in response to industry and examiner 
comments. This clarification involved how examiners record on the ETS time 
they spend examining for compliance with various regulations. Specifically, 
the NCUA rules and regulations were individually mapped to the proper ETS 
category based on the extent to which a regulation was designed to protect the 
NCUSIF (a new sub-category of insurance related labeled “insurance- 
regulatory”) or to govern commerce and/or provide consumer protection 
(labeled “non-insurance or consumer regulatory”). 

This breakdown and mapping of regulations is consistent with the existing 
overall definitions of insurance-related and non-insurance related. The 
primary definitions have not changed; the regulations have merely been 
explicitly mapped based on the overarching definitions. While examiners 
continue to use their judgment as to what exam procedures to perform during 
an examination or supervision contact based on the risks and product-service 
mix of credit union, this clarification creates more consistency as to where 
examiners record the time on the ETS.^^ 


Notwithstanding this statement of the Office of Examination and In.surance that this 
mapping “is consistent with” the previously utilized definitions of insurance-related and non- 
insurance related, it appears that certain NCUA regulatory activity that was previously 
considered “regulatory-related” and therefore not included in the OTR was recast as a result of 
this mapping as “Insurance Regulatory Related Examination” for purposes of, and included in, 
the 2014 OTR. Although the Office of Examination and Insurance then references a 2013 
PricewaterhouseCoopers review of the mapping of NCUA regulations to the categories on the 
ETS (discussed further below) which was attached to its memorandum, nowhere in that 

Office of Examination and Insurance Memorandum to NCUA Board, Overhead Transfer Rate 2014, p. 2 
(November 20, 2013), available at 

h ttp://v\'w\v.ncua.aov/abouTDocuments/Agcnda%20flem&lAG20 1 .3 1 1 2 lltem.Sa.ndf . 
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memorandum or in the attached PricewaterhouseCoopers review is an explanation provided as to 
why each particular regulation is considered “insurance-regulatory” or “non-insurance or 
consumer regulatory” for purposes of the OTR calculation. 

The adjustment made by the NCUA Board to the OTR for the value to the NCUSIF 
of the insurance-related supervision provided by the state supervisory authorities and relied upon 
by the NCUA in managing the NCUSIF provides another example of the NCUA Board’s failure 
to provide a reasoned, comprehensive explanation of its OTR methodology. For the 20 1 5 OTR, 
this adjustment, referred to by the NCUA Board as the “Imputed SSA Value,” was $41.56 
million, approximately 14.9% of the 2015 NCUA budgeted expenses. Although the annual 
Board Action Memorandum prepared by the Office of Examination and Insurance includes a 4- 
step worksheet for the Imputed SSA Value calculation, no textual explanation is provided 
describing the methodology used for the Imputed SSA Value calculation nor are the sources for 
certain of the calculation inputs explained. Notwithstanding the significance of this Imputed 
SSA Value to the OTR calculation, the NCUA Board has never explained why it has determined 
to make this adjustment rather than, for example, pay the state supervisory authorities directly 
from the NCUSIF or use alternative methodologies to make this adjustment.^'' 


In addition, we are not aware of any independent third party determination that the 
NCUA Board’s OTR methodology complies with the FCUA or other applicable law. In a report 

The NCUA Board has not explained, for purposes of the SSA Imputed Value: (i) why it uses the examination and 
supervision hours spent for FCUs by asset size and CAMEL rating and the NCUA Examination Time Survey, rather 
than the state supervisors’ actual FISCUs “insurance-related" examination and supervision hours; (ii) why it 
assumes a 50-50 allocation for the insurance-related work in current FISCUs joint examinations; (iii) why it uses the 
larger, rather than the smaller or an average of, the exam hour calculations (current budgeted state exam insurance 
hours and projected FISCUs exam insurance hours based on the Examination Time Survey); (iv) the basis for the 
adjustment increase for Budgeted Supervision Hours; and (v) the NCUA staffing models and productivity levels 
used to translate additional workload hours to .staff positions and the imputed cost of these positions. 
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issued January 20, 20 U, PricewaterhouseCoopers evaluated the reasonableness and soundness of 
the methodology adopted by the NCUA Board in the ealculation and administration of the OTR. 
But PricewaterhouseCoopers indicates in this report that it “does not express an opinion related 
to any issues that may be perceived with regards to NCUA’s dual role as regulator and insurer, 
oversight or lack thereof of NCUA’s budget or an interpretation of Congressional intent behind 
Title II of the Federal Credit Union Act of 1 970 which established NCUSIF.’’^^ As discussed 
above, PricewaterhouseCoopers in 2013 analyzed the NCUA Board’s proposed mapping of its 
rules and regulations resulting in the 2014 OTR. However, PricewaterhouseCoopers states in 
that report that its review “does not constitute an audit or evaluation of the administration and 
execution of the [Examination Time Survey], the overhead transfer rate (OTR) methodology or 
resulting OTR calculation.”^*’ 

B . The Administra tive Procedure A ct 

Under the APA. an agency such as the NCUA must follow APA-specifted notice and 
comment requirements for its “rule making.” “Rule making” is defined in the APA as an agency 
process for formulating, amending, or repealing a “rule.”^^ “Rule,” in turn, is defined as: 

[T]he whole or a part of an agency statement of general or particular 
applicability and future effect designed to implement, interpret, or prescribe 
law or policy or describing the organization, procedure, or practice 
requirements of an agency and includes the approval or prescription for the 
future of rates, wages, corporate or financial structures or reorganizations 
thereof, prices, facilities, appliances, services or allowances therefor or of 


"■ Overhead Transfer Rate Review For National Credit Union Administration, PricewaterhouseCoopers, p. 3 
(January 20, 2011). 

National Credit Union Administration Analysis of Examination Time Survey (ETS) Modifications, 
PricewaterhouseCoopers, page 1 (October 2, 2013), available at 
http://w\\w.ncua.»:ov/about/Documents/Agenda%20{tems/AG20131 1211tem5b.pdf . 

“5U.S.C. §551(5). 
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valuations, costs, or accounting, or practices bearing on any of the 
foregoing.^® 

When an agency is engaged in APA "rule making,” the agency must: (1) publish a 
general notice of proposed rule making in the Federal Register that includes “the terms or 
substance of the proposed rule or a description of the subjects and issues involved;” (2) give 
“interested persons an opportunity to participate in the rule making through submission of 
written data, views, or arguments;” and (3) “[ajfter consideration of the relevant matter presented 
, . . incorporate in the rules adopted a concise general statement of their basis and purpose.”^* 

Courts are charged with ensuring that agencies comply with the procedural 
requirements of the APA. Chrysler Carp. v. Brown, 441 U.S. 281, 313 (1979). 

The OTR, and the methodology used by the NCUA Board to calculate the OTR, is an 
NCUA Board statement of general applicability and future effect designed to implement and 
interpret the FCUA provisions addressing the OTR, as expressly contemplated by the APA 
definition of “rule.” Also, because the OTR affects the NCUSIF coverage ratio as well as FCU 
Operating Fees, it is an “approval or prescription for the future of rates, financial structure, 
facilities, appliances, services or allowances, costs and/or accounting or practices bearing on any 
of the foregoing,” as expressly contemplated by the APA’s definition of “rule.” 

The OTR apportions to FlSCUs through the NCUSIF assessment a significant 
percentage of NCUA total costs (33.6% or $93.9 million ofNCUA budgeted costs for 2015). In 
addition, although FCUs also pay a significant percentage ofNCUA costs through the OTR 
(38.2% or $106.8 million ofNCUA budgeted costs for 2015). increases in the OTR have the 

=*5U.S.C. §551(4). 

”5U.S.C.§§ 553 (b).(c). 
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effect of substantially reducing FCU Operating Fees because of the shift of NCUA expenses 
from FCUs to the NCUSIF, which is funded by all federally insured credit unions. For example, 
FCU Operating Fees budgeted for 201 5 dropped $14.3 million (1 8.1%) as compared to the 2013 
FCU Operating Fees, notwithstanding a $37.7 million (15.6%) increase in the NCUA Operating 
Budget from 2013 to 2015. This was due to the increase in the budgeted OTR from 59.1% in 
2013 to 71.8% in 2015, which resulted in large part from the change in the OTR calculation 
methodology for the 20 1 4 and 2015 budgeted OTR discussed in Section I. 

As a result, the competitive position of FISCUs relative to FCUs was adversely 
impacted by the change in OTR methodology for the 20 1 4 and 2015 budgeted OTR and the 
resultant increase in the budgeted OTR for 2014 and 2015 relative to 2013. That is, during this 
two year time period, FiSCUs have borne an increasing percentage of NCUA expenses, whereas 
FCUs enjoyed a substantial reduction of $10.5 million (1 1 .3%) in their out-of-pocket FCU 
Operating Fees between 2013 and 2014 and an additional budgeted reduction of $3.8 million 
(4.8%) between 2014 and 2015, for a total budgeted reduction between 2013 and 2015 of $14.3 
million (18.1%) from 2013 to 2015. Further, an increase in the OTR combined with the same or 
increased NCUA expenses decreases the likelihood and amount of any pro rata distribution to 
federally insured credit unions provided for in 12 U.S.C. § 1782(c)(3). Accordingly, barring the 
applicability of one of the APA exceptions discussed later in this Section, based upon the effect 
on FiSCUs and FCUs, we believe the NCUA Board calculation of the OTR is a “rule” subject to 
APA notice and comment requirements. 

Indeed, given its impact on federally insured credit unions generally and the adverse 
effect on the competitive position of FiSCUs relative to FCUs, we believe the NCUA Board’s 
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adoption of the OTR should be deemed a major rule for purposes of the APA.^° In addition to 
the APA requirements discussed above, major rules should contain: (i) a statement of purpose 
providing the underlying reason for the rule; (ii) monetized or quantified costs and benefits or a 
qualitative discussion of them; and (iii) a discussion of the alternatives.^’ 

The APA contains certain exceptions to its notice and comment requirements.^^ As a 
general matter, “[t]he legislative history of the [APA] demonstrates that Congress intended the 
exceptions in § 553(b)(B) to be narrow ones.” Nat'l Nutritional Foods Ass'n v. Kennedy, 572 
F.2d 377, 384 (2d Cir. 1978). “Congress expected, and the courts have held, that the various 
exceptions to the notice-and-comment provisions of section 553 will be narrowly construed and 
only reluctantly countenanced.” NJ. Dep't of Envtl. Pro!, v. 626 F.2d 1038, 1045 (D.C. 
Cir. 1980). 

The first exception from the APA notice and comment requirements is for “rules of 
agency organization, procedure or practice.”'*^ The general approach that courts have followed 
in determining the applicability of this exception is whether the rule in question has a substantive 
impact of broad applicability. In Minard Run Oil Company v. United Stales, 670 F.3d 236 (3d 
Cir. 201 1), the Third Circuit Court of Appeals rejected the government’s contention that the 
Forest Service’s new requirement that companies proposing to drill on federal land complete a 
forest-wide environmental impact statement was a rule of agency organization, procedure or 

Major rules are defined by the Congressional Review Act as rules that will likely result in: (i) an annua! effect on 
the economy of $100 million or more; (ii) major increases in cost or prices for consumers, individual industries, 
federal, state or local government agencies, or geographic regions, or (iii) significant adverse effects on competition, 
employment, investment, productivity, or innovation, or on the ability of U.S. -based enterprises to compete with 
foreign-based enterprises in domestic and export markets. 5 U.S.C. § 804(2). The Office of Management and 
Budget’s Office of Information and Regulatory Affairs is responsible for making major rule designations for 
independent regulatory agencies such as the NCUA. 5 U.S.C. § 804(2). 

” See, United States General Accounting Office Report 14-714, Federal Rulemaking (Sept. 2014). 

’’ 5 U.S.C. § 553(b). 

” 5 U.S.C. § 553(b)(3)(A). 
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practice because the purpose and effect of this rule was to prevent new drilling by mineral rights 
owners during the course of the multi-year environmental impact statement. Additionally, the 
court also considered whether the rule in question would “have a substantial adverse impact on 
the challenging party.” The court, citing SBC, Inc. v. FCC, 414 F.3d 486, 497-98 (3d Cir. 2005), 
explained that “rules of agency organization, procedure or practice” do not themselves shift the 
rights or interests of the parties, although they may change the way in which parties present 
themselves to the agency. The court concluded that, in contrast, rules that work substantive 
changes in prior regulations, or create new law, rights, or duties, are subject to the notice and 
comment requirements of the APA. 

Similarly, in Anderson, the U.S. District Court for the Eastern District of California 
rejected tlie government’s argument that an instruction of tlie Secretary of Agriculture that the 
calculation of household income for food stamp users was to include the amount of government 
rent subsidies paid directly to a low income housing tenant's landlord was not subject to APA 
notice and comment because it was a rule of agency organization, practice or procedure. The 
court explained that “a significant difference exists between interpretive rules and general 
statements of policy which affect only the internal operations or actions of an agency and those 
rules which affect the substantive rights of others outside of the agency. Requiring publication 
of notice of proposed rule making with invitation to comment makes little sense if only internal 
operations or management of the agency are involved since agency actions on these matters 
would have no direct effect upon the substantive rights of persons outside the agency.” The 
court concluded that APA notice and comment was required for this rule change because 
substantive rights of persons outside the agency who are receiving rent subsidies are directly 
affected by the instruction because it raises the cost of their allocated food stamps. The 


Page 20 



367 


Secretary’s instruction, according to the court, was therefore not a mere matter of agency 
management. The court cited several cases that have held that agency rulemaking is subject to 
APA notice and comment if it substantially affects the rights of persons subject to agency 
regulations, including P/cte v, U.S. Board of Parole, 507 F.2d 1 107 (D.C. Cir. 1972); Lewis- 
Mota V. Secretary of Labor, 469 F.2d 478 (2d Cir. 1972); Texaco, Inc. v. Federal Power 
Commission, 412 F.2d 740 (3d Cir. 1969). The court explained why it is “important and proper 
that before an agency undertakes to promulgate rules affecting substantive rights of others 
outside the agency, there should be an opportunity afforded for an exchange between those 
whose rights are affected and the government.” Quoting Kelly, the court stated: 


Voiding the present regulations on what at first blush appears to be a 
technicality is not as pointless as it may seem. We believe that the 30-day 
notice rule serves an important interest, the right of the people to present their 
views to government agencies which increasingly penneate their lives. The 
interchange of ideas between the government and its citizenry provides a 
broader base for intelligent decision-making and promotes greater 
responsiveness to the needs of the people, especially in cases such as this 
where Congress has only roughed in its program. 


Anderson, 428 F. Supp. at 251 (quoting Kelly, 399 F.Supp. at 1102). 


Given the widespread effect of the OTR on federally insured credit unions generally 
and FISCUs particularly, we do not believe that the NCUA could justify its failure to follow 
APA notice and comment procedures on the grounds that the OTR comes within the APA 
exception for a rule of “agency organization, procedure or practice” under 5 U.S.C. 

§ 553(b)(3)(A). 
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The APA also provides that publication of notice and opportunity for comment are 
not required for “interpretative rules” or “general statements of policy.”^'' As the courts often 
have analyzed these two exceptions in the same manner and sometimes use these exceptions 
interchangeably, we consider them together. The courts generally draw a distinction between 
“interpretive rules” or “general statements of policy” on the one hand for which no notice or 
comments is required under the APA, and “substantive rules” or “legislative rules” on the other 
hand for which APA notice and comment is required. 

Substantive rules affect individual rights and are binding on the courts, whereas 
interpretive rules leave the agency free to exercise discretion. Williams v. Van Buren, 1 17 F. 
App'x 985, 986 (5th Cir. 2004) (per curiam). The critical feature of interpretive rules is that they 
are issued by an agency to advise the public of the agency’s construction of the statutes and rules 
which it administers; interpretive rules do not have the force and effect of law and are not 
accorded that weight in the adjudicatory process. Pei-ez v. Mortgage Bankers Ass 'n, 135 S. Ct. 

1 199 (2015). An example of an interpretive rule would be where the agency intends merely to 
publish a policy guideline that is subject to attack when it is finally applied in future cases. Pac. 
Gas & Elec. Co. v. FPC, 506 F.2d 33, 39 (D.C. Cir. 1974); see also. Doe v. Hampton, 566 F.2d 
265,280-81 (D.C. Cir. 1977). 

The D.C. Circuit Court of Appeals has described the distinction between legislative 
rules, interpretive rules and policy statements as follows; 

An agency action that purports to impose legally binding obligations or 
prohibitions on regulated parties ~ and that would be the basis for an 
enforcement action for violations of those obligations or requirements — is a 
legislative rule... (As to interpretive rules, an agency action that merely 

5 U.S.C. § 553(b)(3)(A). 
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interprets a prior statute or regulation, and does not itself purport to impose 
new obligations or prohibitions or requirements on regulated parties, is an 
interpretive rule.) An agency action that merely explains how the agency will 
enforce a statute or regulation — in other words, how it will exercise its broad 
enforcement discretion or permitting discretion under some extant statute or 
rule — is a general statement of policy. 

Nat ’I Mining Ass 'n v. EPA, 758 F.3d. 243, 251-52 (D.C. Cir. 2014). 

In distinguishing between legislative rules and general statements of policy, the D.C. 

Circuit has long been guided by two important factors: “the actual legal effect (or lack thereof) 

of the agency action in question on regulated entities,” and the “agency’s characterization” of the 

agency action. Nat 7 Mining Ass 758 F.3d at 252. The first factor “focuses on the effects of 

the agency action” asking whether the agency has “(1) impose[d] any rights and obligations, or 

(2) genuinely [left] the agency and its decisionmakers free to exercise discretion.” Wilderness 

Soc y V. Norton, 434 F.3d 584, 595 (D.C. Cir. 2006) (quoting CropLife Am. v. EPA, 329 F.3d 

876, 883 (D.C. Cir. 2003)). The second factor looks to the agency’s expressed intentions: “(1) 

the [a]gency’s own characterization of the action; (2) whether the action was published in the 

Federal Register or Code of Federal Regulations; and (3) whether the action has binding effects 

on private parties or the agency.” Wilderness Soc ’y, 434 F.3d at 595 (quoting Molycorp v. EPA, 

197 F.3d 543, 545 (D.C. Cir. 1999)). 

To determine whether a rule is a substantive or legislative rule rather than an 
interpretive mie, the D.C. Circuit applies a four-factor test that considers: (1) whether in the 
absence of the rule there would not be an adequate legislative basis for enforcement action or 
other agency action to confer benefits or ensure the performance of duties; (2) whether the 
agency has published the rule in the Code of Federal Regulations; (3) whether the agency has 
explicitly invoked its general legislative authority, and (4) whether the rule effectively amends a 
prior legislative rule. Generally, if any one of these prongs is satisfied, the rule is legislative 
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rather than interpretive. Am. Mining Cong. v. Mine Safety & Health Admin. , 995 F.2d 1 1 06, 
1112{D.C. Cir. 1993). 


Credit Union Nat 7 As.^ 'n it Nat’l Credit Union Admin., 573 F. Supp. 586 (D.D.C. 
1983) is particularly instructive as to whether a court would view the OTR as an “interpretive 
rule” or “general statement of policy” exempt from APA notice and comment requirements. 

This case involved the NCUA Board’s adoption of new payout priorities for involuntary 
liquidating FCUs under Subchapter 11 of the FCUA without APA notice or comment. NASCUS 
and the Credit Union National Association (“CUNA”) challenged on the basis that the NCUA 
Board’s adoption of new payout priorities constituted a rule which required the NCUA Board to 
comply with APA notice and comment requirements. The U.S. District Court for the District of 
Columbia determined the new payout priorities were substantive or legislative rules, rather than 
interpretative rules as contended by the NCUA Board, and therefore subject to APA notice and 
comment requirements. The court explained that the proper analysis for this purpose was 
articulated in Wine Co. v. Snyder, 194 F.2d 329, 331 (D.C. Cir. 1952): 


In applying the Gibson Wine test, however, “tliere is no 'reason to doubt the 
continuing vitality of the substantial impact test as . . . one of several criteria 
for evaluating claims of exemption from [the APA].' ” Cabais, 690 F.2d at 
237, quoting Batterton, 648 F.2d at 709 n.83. 

Under this analysis, it is inescapable that [the NCUA Board’s rule in question] 
is a legislative rather than an interpretive rule, despite NCUA's own 
characterization. Such agency labels, although “entitled to a significant 
degree of credence,” Cabais, 690 F.2d at 238 n.7; British Caledonian, 584 
F.2d at 992, are not dispositive. Here, the [NCUA] Board clearly issued [the 
NCUA Board’s rule in question] to implement its mandate to make payments 
as liquidating agent for closed federal credit unions pursuant to 12 U.S.C. § 
1787(a)(2). The agency's “intent” — a factor the Court must take into account 
— is revealed by the rule's effect and not only by its characterization. 

Chamber of Commerce of the United Slate.i v. OSHA, 204 U.S. App. D.C. 

192, 636 F.2d 464, 468 (D.C. Cir. 1980). quoting Columbia Broadcasting 
System, Inc. v. f/mter/Stato, 316 U.S. 407, 416, 86 L. Ed. 1563,62 S. Ct. 
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1 1 94 (1942). The Board stated that its intent was “to make ... a change to the 
payout priority,” in accordance with the GAO's recommendation. Although 
the statute itself is silent on the matter of payout priorities, the Board relied on 
its own authority to ‘establish)]’ priorities. Such legislative action by an 
agency cannot be disguised by the simple semantic maneuver of claiming it 
‘explains’ or ‘clarifies 12 U.S.C. §§ 1787(a)(2) and 1787(d). See e.g.. 
Chamber of Commerce, 204 U.S. App. D.C. 192, 636 F.2d 464; American Bus 
Association v. United States, 201 U.S. App. D.C. 66, 627 F.2d 525 (D.C. Cir. 
1980). Defendant implicitly recognizes the true character of [the NCUA 
Board’s rule in question] by describing the rule as giving ‘operational 
meaning’ to the statute. (Defendant's memorandum in support of its motion at 
p. 15.) The Board's decision to apply the new priority scheme prospectively 
only is a further indication that its effect is to create new law and not merely 
to interpret existing law'. 

Because [the NCUA Board’s rule in question] is not an ‘interpretive rule,’ it 
must be vacated for failure to comply with the APA's notice and comment 
requirements. 

Credit Union Not 7 Ass 'n, 573 F. Supp. at 591. 


As with the NCUA Board’s payout priorities for involuntary liquidating FCUs at 
issue in Credit Union Nat 'I Ass ’n, we believe that the NCUA Board’s OTR similarly should be 
found to be a substantive rule subject to APA notice and comment. As with the NCUA Board’s 
payout priorities for involuntary liquidating FCUs, the OTR creates new law by implementing 
the provisions of the FCUA addressing the OTR with substantial effect without further NCUA 
action on federally insured credit unions in general and FISCUs in particular. Applying the test 
developed by the D.C. Circuit confirms that the OTR is a substantive or legislative rule subject to 
the notice and comment requirements of the APA. In the absence of the OTR, there would not 
be an adequate legislative basis for the NCUA to shift its expenses to federally insured credit 
unions by requisitioning funds from the NCUSIF to cover expenses, nor has the NCUA 
published the OTR in the Federal Register or in the Code of Federal Regulations. Moreover, the 
NCUA has stated that it is relying on its authority under the FCU Act to establish the OTR. 
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Finally, by continuing to alter the methodology for computing the OTR, the NCUA has 
elTectively amended its prior OTR rules. 

The final exception to the APA notice and comment requirements is the so-called 
“good cause” exception. The APA provides that notice and comment requirements do not apply 
“when the agency for good cause finds (and incorporates the finding and a brief statement of 
reasons therefor in the rules issued) that notice and public procedure thereon are impracticable, 
unnecessary, or contrary to the public interest.”^^ 

There is currently a conflict among the Circuits regarding the appropriate standard of 
review for an agency’s assertion of good cause under 5 U.S.C. § 553(b)(3)(B). The Eighth 
Circuit defers to the agency’s determination and reviews only whetlier the agency’s 
determination of good cause complies with Congressional intent. United States v. Gavrilovic, 

551 F.2d 1 099 (8th Cir. 1 977). This deferential standard appears similar to the approach taken 
by the Fifth and Eleventh Circuits, which each use an arbitrary and capricious standard. United 
States V. Johnson, 632 F.3d 912, 928 (5th Cir. 201 1); United States v. Dean, 604 F.3d 1275, 1278 
(1 1th Cir. 2010). The Fourth and Sixth Circuits; however, apply de novo review, which 
generally affords less deference to the determination of the agency in question. United States v. 
Gould, 568 F.3d 459, 469-70 (4th Cir. 2009); United States v. Cain, 583 F.3d 408, 420-21 (6th 
Cir. 2009). 

Several Circuits have considered the Attorney General’s finding that good cause 
existed to waive notice and comment for its regulations implementing the Sex Offender and 
Registration Notification Act. The Attorney General offered two rationales for waiving these 


“ 5 U.S.C. § 553(b)(3)(B). 
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requirements: (I) the need to eliminate “any possible uncertainty” about the applicability of the 
Act; and (2) concern that delay would endanger the public through the commission of additional 
sexual assaults and child sexual abuse or exploitation offenses by sex offenders that could have 
been prevented had the local authorities and communities been aware of the presence of the 
sexual predators, in addition to greater difficulty in apprehending perpetrators who have not been 
registered and tracked as provided in the Act.^* Two Circuits, the Fourth and Eleventh, found 
good cause to exist to bypass notice and comment. Gould, 568 F.3d at 469-70 (interim rule 
necessary to provide “legal certainty about [the Act’s] ‘retroactive’ application”); Dean, 604 
F.3d at 1281 (public safety exception to notice and comment applied not only to true “emergency 
situations” but also to situations “where delay results in serious harm.”). However, the Third, 
Fifth, Sixth, Eight and Ninth Circuits found that the Attorney General’s stated reasons for finding 
good cause to bypass notice and comment were insufficient. United States v. Reynolds, 710 F.3d 
498, 509 (3rd Cir. 2013); Johnson, 632 F.3d at 928; Cain, 583 F.3d at 421-24; United States v. 
Brewer, 2014 U.S. App, LEXIS 17454 (8th Cir. 2014); United States v. Valverde, 628 F.3d 1 159, 
1 168 (9th Cir. 2010). For example, the Eighth Circuit determined that some uncertainty follows 
the enactment of any law that provides an agency with administrative responsibility, so that 
rationale if accepted by the court would justify an exception to notice and comment in all cases. 
The Eighth Circuit also found that the Attorney General’s public safety rationale is nothing more 
than a rewording of the statutory purpose Congress provided in the text of the Act and delay in 
implementing a statute always will cause additional danger from the same harm the statute seeks 
to avoid. The Eighth Circuit tlien observed, although the risk of future harm may under some 
circumstances justify a finding of good cause, that risk must be more substantial than a mere 
possibility. Accordingly, the Eight Circuit determined that, even under an arbitrary and 
“ 72 Fed Reg. 8894, 8896-97 (February 28, 2007). 
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capricious standard of review, there was an insufficient showing of good cause for bypassing the 
APA’s requirement of notice and comment. Brewer, 2014 U.S. App. LEXIS at *5. 

Based on the above judicial articulations of the good cause exception, the NCUA 
Board should not be able to rely upon this exception to justify its failure to provide for APA 
notice and comment for the OTR, regardless of the standard of review applied to the NCUA 
Board’s assertion of good cause. If protection from sexual assaults and child sexual abuse or 
exploitation by sex offenders does not justify the good cause exception from APA notice and 
comment, it seems unlikely that any uncertainty or delay in applying the OTR would justify such 
an exception. 

C. Procedures of other federal banking agencies 

The procedures other federal banking agencies utilize to establish their fees and 
charges also is instructive of the APA procedural requirements for the OTR. The OCC 
establishes assessments and other fees for its examination and supervision of national banks and 
federal savings banks. The OCC follows an APA notice and comment process both for the 
methodology it uses for determining these assessments and fees, as well as for its actual 
assessments and fees.^^ The FDIC is less analogous to the NCUA than the OCC because the 
FDIC (unlike the NCUA and OCC) recovers all of its costs from insurance assessments, except 
for liquidation costs recovered from the estate of failed FDIC-insured banks. However, the 
FDIC utilizes an APA notice and comment process for its assessment methodology.^* The 

See, 12 C.F.R. pt. 8, proposed for public comment at 76 Fed. Reg. 30557 (May 26, 2011); and 2014 OCC fees 
proposed for public comment at 79 Fed. Reg. 23297 (April 28, 2014). 

See, 12 C.F.R. pt. 327, proposed for public comment at 75 Fed Reg. 66262 (October 27, 2010) (Notice of 
Proposed Rulemaking on Assessment Dividends, Assessment Rates and Designated Reserve Ratio). See also. 
Notices of Proposed Rulemaking on the Assessment System Applicable to Large Depository Institutions; 73 Fed. 
Reg. 15459 (March 24, 2008); 71 Fed. Reg. 28808 (May 18, 2006). 
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Federal Reserve Board, like the NCUA, has concurrent regulatory and other responsibilities and, 
for purposes of calculating Reserve Bank fees for priced services, allocates expenses between 
priced services and these other responsibilities. While the Federal Reserve Board does not solicit 
public comment on the fees for Federal Reserve Bank priced services, it does provide APA- 
compliant notice and comment on the methodology it uses to develop these fees.^’ In addition, 
as required under the Dodd-Frank Act, the Federal Reserve Board recently begun imposing 
assessments for bank holding companies and savings and loan holding companies with total 
consolidated assets of $50 billion or more and nonbank financial companies designated for 
Federal Reserve Board supervision by the Financial Stability Oversight Council equal to the total 
expenses the Federal Reserve Board estimates are necessary or appropriate to carry out its 
supervisory and regulatory responsibilities for these entities; and the Federal Reserve Board 
followed an APA-compliant notice and comment process for these new assessment fees.‘'° The 
fact that these other federal banking agencies follow the APA notice and comment process for 
the methodology they employ in determining their assessments and fees and/or for the actual 
assessments and fees strongly supports the conclusion that the NCUA Board’s adoption of the 
OTR constitutes a rule subject to the APA notice and comment requirements. 


” See e.g., 65 Fed Reg. 82360 (December 28, 2000); 74 Fed. Reg. 15481 (April 6, 2009). 


“ 78 Fed Reg 23162 (April 18, 2013). 
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D. GAO REVIEW 

The GAO previously has recognized there are concerns with the procedures utilized 
by the NCUA Board to determine the OTR. After the NCUA Board abandoned its then long- 
standing policy of a 50% OTR and increased the budgeted OTR to 66.7% for 2001 and 62% for 
2002 and 2003 as discussed in Section I, the GAO studied the methodology used by the NCUA 
Board for the 2001-2003 OTR. In explaining the importance of the OTR, the GAO stated that 
”[t]he sharp increase in the overhead transfer rate and its negative impact on NCUSIF’s net 
income have raised questions about NCUA’s process for determining the transfer rate.”"" The 
GAO noted in this study that the NCUA Board did not implement the GAO’s recommendation in 
its 1991 report that the NCUA should establish separate supervision and insurance offices.*’^ The 
GAO then concluded that “[a]s currently determined by the NCUA, the overhead transfer rate 
may not have accurately reflected the actual time spent by NCUA staff on insurance-related 
activities. Following this 2003 GAO report, the NCUA Board revised its OTR methodology, 
which resulted in lower OTRs than during the 2001-2003 time period, until the NCUA Board 
again revised its methodology for the 2014 and 2015 OTR. 


■" United States General Accounting Office Report 04-91, Credit Unions Financial Condition Has Improved, but 
Opportunities Exist to Enhance Oversight and Share Insurance Management, p. 59 (Oct. 2003). 

■ Id., at p. 61. See also. United States General Accounting Office Report 91-85, Credit Union Reforms for Ensuring 
Future Soundness, pp. 1 1-12, 186-192, 197 (July 1991). 

®M.,atpp. 81-82. 
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111. CONCLUSION 


For the reasons discussed above, we believe that the NCUA Board’s adoption of the 
OTR would be deemed to constitute a “rule” subject to APA notice and comment requirements. 
Because the NCUA Board has never followed this APA notice and comment process for the 
OTR, we believe the process utilized by the NCUA Board to implement the OTR violates the 
APA. 
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House Subcommittee on Financial Institutions and Consumer Credit 
Hearing on National Credit Union Administration Operations and Budget 
July 23, 2015 

Questions for Debbie Matz, Board Chairman, National Credit Union Administration, from 
Congressman Brad Sherman 

1, The Dodd-Frank Act in several places requires the CFPB to consult with federal banking 
regulators regarding their rulemakings. 

a. To what extent does CFPB engage NCUA on their rulemaking? 

CFPB generally involves NCUA staff at multiple stages of its rulemakings. Consultation 
frequently occurs before CFPB prepares a draft proposed rule, after preparing a draft but before 
publishing it, and before publishing a final rule. CFPB typically solicits input from NCUA and 
other federal and representative state banking regulators. 

Interagency coordination also occurs after regulations are issued. For example, working groups 
under the Federal Financial Institutions Examination Council develop or update interagency 
examination procedures based on CFPB final rules. Further, the agencies meet periodically to 
discuss issues associated with examination for compliance with the new rules. CFPB also 
participates in NCUA’s online town-hall meetings and webinars for credit unions and for 
examiners discussing newroles. 

b. How does this interaction take place? 

NCUA’s interaction with CFPB in connection with CFPB’s rulemaking takes place through 
conference calls, in-person meetings, and email correspondence. Some communication with 
CFPB involves other federal and state agencies, and other communication is specific to NCUA. 

c. Which office at NCUA is responsible for interacting with the CFPB? 

The Office of Consumer Protection within NCUA interacts with CFPB for almost all of its 
consumer compliance rulemaking activities, and it is NCUA’s office of primary interest for those 
rulemakings. Other offices, such as the Office of General Counsel, Office of Examination and 
Insurance, Office of the Chief Economist, and Office of National Examinations and Supervision 
may participate, as well. 

d. How frequently does such interaction take place? 

NCUA staff generally interact with CFPB staff several times each month, generally in 
connection with consultations on pending rulemakings or on implementation of new or changed 
rules. 
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e. On which rulemakings has the CFPB consulted NCUA in the past twelve months? 

Rulemakings about which CFPB has consulted with NCUA staff and other federal agencies’ 
staff during the past twelve months include potential and actual rulemakings on: 

• Payday lending and other small loan produets; 

• Small creditor status under Regulation Z mortgage rules; 

• Integrated disclosures under the Truth in Lending Act and the Real Estate Settlement 
Procedures Act; 

• Prepaid products; 

• Reporting of data under the Home Mortgage Disclosure Act; 

• Larger participants in the auto financing market; 

• Alternative methods of providing privacy notices; 

• Mortgage servicing (force-placed insurance, early intervention, loss mitigation, successor-in- 
interest; bankruptcy notices and contacts; and the Fair Debt Collection Practices Act); 

• Ability-to-Repay/Qualified Mortgage rules; 

• Mortgage modifications; and 

• Larger participants in the market for international remittance transfers. 

f. To what extent does NCUA initiate consultation with the CFPB? 

NCUA initiates consultation with CFPB as needed to address issues related to pending 
rulemakings and questions from examiners, other NCUA staff, and credit unions about CFPB 
rules. NCUA also initiates consultation with CFPB to enhance events NCUA conducts to 
provide information to its examiners and to credit unions. For example, NCUA received CFPB 
assistance in presenting a February 201 5 webinar for credit unions on preparing to comply with 
the TILA-RESPA Integrated Disclosure rule. Also, Director Cordray and CFPB staff regularly 
participate in NCUA’s online town-hall meetings and webinars for credit unions and for NCUA 
staff covering a variety of consumer compliance topics. 

2. The CFPB has finaiized the TILA/RESPA Integrated Disclosure regulation. Credit 
unions and other lenders have expressed concern with the effective date and the legal 
liability arising from the fact that they have no opportunity to test the new forms before 
they are required to use them. To make matters worse, it appears for the last 14 months, 
the CFPB has been telling smali lenders that if they make fewer than 5 mortgage ioans per 
year, they do not have to compiy with the rule, but now it appears that information is 
inaccurate. NCUA wiii enforce the regulation for all hut the very large credit unions. 

a. Will NCUA accommodate credit unions during a reasonable transition period? 

Yes. 1 have previously noted in public communications that NCUA examiners initially will look 
for “reasonable and good-faith efforts by credit unions towards substantial compliance with the 
final rule.” 
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b. What can he done to protect credit unions from the iegai iiahiiity during the reasonabie 
transition period? 

In addition to NCUA examiners recognizing credit unions’ reasonable and good-faith efforts to 
comply, a statutory change to the Truth in Lending Act’s liability provisions could strengthen 
credit unions’ protection from legal liability during the reasonable transition period. 

c. Are you concerned that smaii credit unions might be operating with misinformation 
regarding their obiigation to comply with this ruie if they ’re reiying on inaccurate 
CFPB guidance? 

NCUA provided customized compliance guidance for credit unions well in advance of CFPB’s 
effective date. In March 2015, 1 issued a regulatory alert to inform all federally insured credit 
unions of the correct standard under the Truth in Lending Act and Regulation Z for being subject 
to the TILA -RESPA Integrated Disclosure rule.’ In February 2015, CFPB Director Cordray and 
his staff discussed the issue during my online town-hall webinar for credit unions. Specifically, 
CFPB staff reiterated the correct standard during the open question-and-answer segment. 
Approximately 1,700 registrants participated in the free webinar. One day after my webinar, 
NCUA hosted a second webinar about the TILA-RESPA Integrated Disclosure rule. This 
webinar highlighted specific compliance issues, as well. 


‘ See hltD://wv\'w.nc»a.gQv/Lei2ai/Page.s/RA2015-03.a.snx . 
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